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MONOPOLISTIC ELEMENTS IN COMMERCIAL 
BANKING 
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Amherst College 


bank credit and of banking services in the United States 

are determined, most students have utilized the assumptions 
of pure competition. They have found, however, that some of 
the phenomena encountered, such as the structure of interest 
rates, the prevalence of discriminatory practices, and even some 
aspects of the banking structure were inexplicable in terms of the 
theory of pure competition and had to be charged to ‘economic 
friction,” ‘“‘custom,” and “‘inertia.”” These factors are un- 
doubtedly important, but they are insufficient to explain the 
many deviations from the pattern that would exist under pure 
competition. Moreover, these vague terms obscure rather than 
clarify. 

In the following pages it will be shown that important elements 
of monopoly exist in the commercial banking system, even in 
the absence of collusive agreements, and that it is the theory of 
monopolistic competition, rather than the theory of pure compe- 
tition, that is the more useful in explaining the rates of interest on 
bank loans to customers, the rates of interest paid to bank custom- 
ers on time and savings deposits, and the prices paid by cus- 
tomers for other banking services. 

I 


I: THEIR analyses of the markets in which the prices of 
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As a first step in this exposition it is necessary to set forth the 
requisites of pure competition. 


CONDITIONS OF PURE COMPETITION 


Under pure competition the following conditions must exist:’ 
(1) The commodity or service involved must be perfectly homo- 
geneous or standardized. There must be nothing about the good 
itself, the circumstances under which it is sold, or the person- 
ality of the seller, which would lead the buyer to prefer the prod- 
uct of one seller over that of another. If these conditions are met, 
chance alone will determine from which particular seller any one 
buyer will purchase. (2) The number of sellers and buyers must 
be so large that no one seller or buyer can influence the market 
price. If these conditions exist, the demand curve for the prod- 
uct of any one seller will be a horizontal line at the prevailing 
market price; the seller can dispose of his entire output at the 
ruling price but can sell nothing at any higher price. Likewise, 
to any one buyer, the supply curve will appear to be a horizontal 
line at the prevailing price; at this price he may purchase any 
quantity desired, but he will be unable to secure even one unit 
at any lower figure. (3) Both buyers and sellers must possess 
full knowledge of market conditions and opportunities. (4) There 
must be no collusion among sellers or buyers. (5) Both buyers 
and sellers must have free entry to the market. There must be 
no attempt by governmental authorities or by existing producers 
to prevent the entry of new competitors. And, as indicated above, 
buyers must not discriminate against new entrants. (6) Finally, 
prices must not be fixed by governmental authority. 

Under these conditions no seller or buyer can exert any per- 
ceptible influence on price; each merely adjusts his production 
or consumption to the price he finds in the market. In such a 
market, prices quoted at any one time can differ only by an 
amount measuring differentials in risks and other costs. Dis- 
crimination is impossible. 

Obviously there are but few markets in this country that meet 
these tests of pure competition. The markets for bank loans to 


* For the first two points cf. Edward Chamberlin, The Theory of Monopolistic 
Competition (Cambridge, 1935), pp. 6 ff. 
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customers, for time and savings deposits, and for banking services 
fall short on every count. 


BANKS AS SELLERS OF DIFFERENTIATED “‘PRODUCTS”’ 


Banking services are not homogeneous “products,”’ and the 
bank customer is not indifferent as to the bank with which he 
deals. Indeed, the term “customer” when used in this sense 
denotes a habitual or continuing relationship not likely to be 
terminated by the buyer without deliberation, delay, and a 
prospect of obtaining significantly more attractive terms else- 
where over a period of time. Any banker who has attempted to 
build up the business of a new bank in a community with previ- 
ously established banking habits will attest to the strength of 
these attachments. 

Among the more important factors leading customers to deal 
with one bank rather than another are the age of the bank and its 
record for honesty, fair dealing, and safety; the location, size, and 
architecture of the bank building; the social and financial stand- 
ing and affiliations of the bank officers and directors; the courtesy 
and personalities of the bank employees; and customer inertia. 
Because of customer preferences arising out of the variations of- 
these factors, the demand for the services of an individual bank 
is not completely elastic, and each bank has some degree of free- 
dom in determining the prices and rates which it will pay or charge. 

The ability of a bank to attract and retain deposits is greatly 
influenced by all these factors of safety, prestige, and conven- 
ience. The spatial factor—the location of the bank—is especially 
important. Most depositors prefer to maintain their accounts at 
banks conveniently near their homes or places of business and 
will transfer their accounts to banks in other cities or even in 
other sections of their own city only if the prospective benefits in 
the form of decreased service charges or of increased services, 
interest, or safety are sufficient to offset the inconvenience in- 
volved.? Customers without a widely recognized credit rating 


?It is sometimes alleged that depositors are repelled rather than attracted by 
free banking services and high interest rates on time and savings deposits because 
these are considered indications of risky business methods and of weakness. On the 
other hand, “adequate” service charges and low interest rates on deposits are con- 
sidered, it is said, to be marks of conservatism and strength. 
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may be virtually forced to maintain their checking accounts at 
the bank from which they borrow in order to protect their line 
of credit there. 

The degree of freedom possessed by a bank in determining the 
amount of service—and more recently the amount of service 
charges—which it will attach to checking deposits and its free- 
dom in determining the rates of interest which it will pay for 
time and savings deposits depend upon the elasticity of the 
supply of such deposits with it. This elasticity of supply, in turn, 
depends largely upon the alternatives available to depositors— 
the ease with which they can shift their deposits to other banks. 
Several factors affect the availability of these alternatives. The 
first is the size of the individual deposit. In general, larger 
accounts move more quickly in response to cost or service dif- 
ferentials than do smaller accounts. The owner of the larger ac- 
count has more at stake and is likely to have a broader knowl- 
edge of opportunities elsewhere, to maintain financial relations 
with more than one bank, and to be able to escape the necessity 
of maintaining a deposit with a local bank in order to borrow. 
He also has access to many types of investment not available to 
the owner of a small account. A second group of factors affecting 
the elasticity of supply of deposits with a particular bank in- 
cludes the degree of superiority of the bank’s prestige and of its 
location and the number of its competitors. A bank with a high 
reputation for fair dealing and safety, with a superior location, 
and with but few competitors, all of whom are located some 
distance away and enjoy only inferior prestige, has much more 
freedom of action than banks not so favorably situated. 

Individual banks also possess a degree of freedom in deter- 
mining the interest rates to be charged on their loans to customers. 
To each bank the demand curve for its loans does not appear to 
be a horizontal line at the “ruling” market rate. In the first place 
there is no one ruling market rate for such loans, even in one city: 
there is, rather, a whole series of rates. And, in the second place, 
an increase in the bank’s rate will not lead to a complete disap- 
pearance of the demand for its loans any more than a reduction 
of its rate will bring to it an infinite demand. 
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In fixing rates on loans each banker encounters wide variations 
in the elasticities of different customer’s demands for loans from 
him. At one end of the scale stands the large borrower who car- 
ries a sizable deposit balance and enjoys a widely known and 
unquestioned credit rating. With relatively little inconvenience 
he may secure loans not only from other banks in the same city 
and near-by cities but also from distant banks and even in the 
open market for commercial paper and acceptances. Because of 
these alternatives the demand of such borrowers for loans at any 
one bank is usually highly elastic. 

No such alternatives are available to the small and relatively 
unknown borrower, who stands at the other end of the scale. In 
the first place, he hesitates to weaken his credit standing at his 
own bank by resorting to other sources for occasional loans. 
And, in the second place, he usually finds the total cost of borrow- 
ing elsewhere quite high. The added inconvenience of going to a 
bank in another part of the same city, or especially of going to 
another city, may easily offset any saving in interest on a small 
loan. Moreover, other banks must usually make a special in- 
vestigation of his credit-worthiness and shift the cost to him, 
whereas his own bank can make the loan largely on the basis of 
its past experience with him. Finally, other banks, which must 
rely to a greater extent on objective financial data, may estimate 
the risk on such a loan to be much greater than will the borrower's 
own bank, which has the advantage of an intimate knowledge of 
his business and of his dependability in the past. Many bankers 
are suspicious of the credit-worthiness of a borrower who applies 
for a loan at a bank with which he does not maintain a deposit. 

Lack of knowledge diminishes in two ways the elasticity of a 
customer’s demand for loans at his own bank. The customer’s 
ignorance of borrowing opportunities elsewhere reduces his avail- 
able alternatives, and the ignorance of banks other than his own 
concerning his credit-worthiness has the same effect. These types 
of ignorance go far in explaining the prevalence of monopolistic 
elements in commercial banking. 

The wide differentials in the elasticities of different customers’ 
demands for loans at an individual bank render rate discrimina- 
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tion profitable. The practice of discrimination is facilitated by the 
high degree of secrecy surrounding the terms of contracts be- 
tween a bank and its customers and by the fact that a bank can 
easily refuse further credit to any borrower who relends to its 
other customers. It is not surprising, therefore, that wide differ- 
entials are one of the most striking characteristics of rates on 
customers’ loans. In different cities, at different banks in the 
same city, and even at the same bank, different customers pay 
widely different rates, even on loans of the same size, the same 
maturity, and with the same collateral security. Many of these 
differentials cannot be explained by differences in the risks, ma- 
turities, and expenses incident to the loans; they must be ascribed, 
rather, to differences in the alternatives available to customers.’ 

It must be noted, however, that the actual price paid for a 
loan may be quite different from that indicated by the quoted 
interest rate. The bank may lower the actual cost of the loan 
by rendering free services or by computing interest in a manner 
favorable to the customer. On the other hand, it may raise the 
cost of the loan by computing interest in a way unfavorable to the 
customer, by requiring the maintenance of a large deposit 
balance, by exacting a fee for granting the loan, or by levying a 
charge ostensibly to cover the cost of a credit investigation. Be- 
cause of these practices the amount of rate discrimination is 
probably greater than would be indicated by nominal interest 
rates, for only the borrower in a strong competitive position can 
refuse to pay extra charges or to carry large deposit balances.‘ 

3 Cf. the excellent discussion of the market for customers’ loans in W. W. Riefler, 
Money Rates and Money Markets in the United States (New York, 1930), chaps. iv 
and v, esp. pp. 93-94. 

4Cf. W. Howard Whipple, “The Average Balance Theory: Is It Justified?” 
Journal of the American Bankers’ Association, May, 1931, pp. 902, 939-41. After 
noting that 85 per cent of the banks replying to a questionnaire admitted the re- 
quirement of a proportional deposit balance as a condition of granting loans in at 
least some cases, Mr. Whipple states, “. . . . The borrower is restricted to the bank 
where he has maintained a balance and where he is known. The narrowness of this 
borrowing opportunity makes it possible for him to be coerced into maintaining the 


obligatory deposit. If he does not maintain it he does not get the loan. Nor can he 
transfer his patronage to another bank as fast as his need for credit can arise. 











MONOPOLISTIC ELEMENTS IN BANKING 


OLIGOPOLY IN COMMERICAL BANKING 
It is evident that pure competition would not exist in com- 
mercial banking even if there were an infinitely large number of 
banks in each city, for particular customers would still prefer to 
do business with one local bank rather than with another. But 


TABLE 1* 


THE NUMBER AND DISTRIBUTION OF BANKS IN THE CONTINENTAL 
UNITED STATES, 1936 




















—— Number of | Percentage |Percentage of 
Cities with Banks, by Cities i Banks in of Total Total Banks 
: ities In eas ~~ ° ° eae 

Classes of City nad Cham Cities of Cities in in Cities of 

Each Class | Each Class | Each Class 
One-bank cities.............. 8,962 8,962 74.7 51.9 
Two-bank cities... . 2,201 4,402 18.3 25.5 
Three-bank cities 476 1,428 4.0 8.3 
Four-bank cities. . 164 656 1.4 3.8 
Five-bank cities... . . 83 415 °.7 2.4 
Six-bank cities... .. 36 216 ©.3 1.3 
Seven-bank cities. . . caueree 19 133 0.2 0.8 
Eight-bank cities............... 8 64 ©.06 °.4 
Nine-bank cities. ; gm II 99 °.1 0.6 
Ten-bank cities.......... “mews 6 60 0.04 °.3 
Cities with more than ten banks. . 37 825 ©.3 4.8 
RT i thd ce obid bee ek ae 12,003 17,270 100.0 100.0 

















* Data compiled by the writer from Rand and McNally Bankers’ Directory for 1936. Included as 
“banks” are all unit commercial banks and trust companies performing commercial banking services 
(including members of chain and group systems), banking ofhces of branch banking systems (but not 
more than one banking office in each city), and savings banks. Savings banks perform in some cases 
virtually all the functions of a commercial bank. 


the deviation from conditions of pure competition is further in- 
creased by the fact that the number of banks in any city or local 
area is usually quite small. 

Table 1 shows that of the towns and cities in the United States 
having banks, almost three-fourths (74.7 per cent) have only one 


Bankers are suspicious of the credit soundness of borrowers who seek to change their 
banking habitat through the medium of a loan application. . . . . 

“Large borrowers, it is true, particularly those capable of tapping the com- 
mercial paper market, have not been so narrowly circumscribed in their field of 
credit supply. They have sold their notes in open market... .. The day of the 
small borrower in that regard has not yet arrived. It is he who suffers most from 
reduction to semi-serfdom to a single source of bank credit.” 
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bank, and another 18.3 per cent have only two banks. In short, 
only 25.3 per cent of these cities and towns have more than one 
bank, only 7 per cent have more than two banks, only 3 per cent 
have more than three banks, and only 1.6 per cent have more than 
four banks. It is also seen that 51.9 per cent of the banks are 
located in one-bank towns, 25.5 per cent in two-bank towns, 8.3 
per cent in three-bank towns, and 3.8 per cent in four-bank 
towns. Thus only 49.1 per cent of the banks face competing 
banks in the same city, and only 22.6 per cent have more than 
one bank competitor in the same city. They may, however, 
meet some competition from other types of lenders in their re- 
spective cities. 

To avoid overemphasis on the situation in the smaller towns 
and cities it must be remembered that a relatively small number 
of the larger banks do a large proportion of the total banking 
business of the nation. 

Nevertheless these facts are significant, and for two reasons. 
In the first place, as has already been indicated, banks situated 
in one-bank towns are likely to find the demand for their services 
somewhat more inelastic than do individual banks which have 
local competitors. The only banking alternative available to cus- 
tomers living in one-bank towns is to transfer their patronage to 
banks in other cities, thereby incurring inconvenience and ex- 
pense.’ If the nearest city with banking facilities is a long dis- 
tance away, if the bank customers transact most of their business 
locally and travel to neighboring cities only infrequently, and if 
the credit rating of individual customers is not widely known, 
this “spatial monopoly” may afford the bank a considerable de- 
gree of independence in fixing its rates and charges. In those 
regions in which only one or a few group, chain, or branch banking 
systems control a large percentage of the banking business, a cus- 
tomer may be forced to travel a long distance to find a bank that 
will be willing to engage in price competition with his own bank. 

The fewness of banks in any locality is of importance, in the 
second place, because it is almost certain to cause banks to con- 

5’ They may, of course, resort to financial institutions of other types, if any are 
present. 
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sider carefully the effects of their own actions upon the policies 
of their competitors and to discourage them from cutting the 
prices of their services in an effort to increase their business. If in 
each city there was a very large number of banks, all competing 
for the patronage of exactly the same group of local customers, 
each bank would probably consider it profitable to engage in 
price competition designed to attract business from other local 
banks. Though the aggregate increase in the bank’s business 
would be expected to be at least great enough to compensate for 
the lower price, the loss of business by any one competitor would 
be so small that no retaliation would be expected. As each bank, 
and therefore all banks, would tend to neglect the effect of its 
own actions on the prices quoted by its competitors, the ““modal”’ 
price finally arrived at might not be far above the price which 
would be established under conditions of pure competition. 

When, however, a bank “competes” with only one or a few 
other near-by banks for the bulk of its business, it is much more 
likely to expect its own price reductions to be followed by similar 
actions on the part of its competitors. If the additional business 
attracted to the bank initiating the price reduction is sufficient 
to make the reduction profitable to it, the loss of business by each 
of the few competing banks will probably be sufficient to cause 
them to retaliate. If other banks lower their prices immediately 
and to the same extent, the bank initiating the reduction may not 
attract any business from its competitors; its increase in business 
may be limited to its proportionate share in the increased sales 
of banking services resulting from the lower price. Certainly there 
is less incentive for a bank to lower its price if its competitors 
follow suit than there would be if competitors would maintain 
their prices unchanged. 

By the same general line of reasoning it can be shown that the 
fewness of banks in any area tends to discourage competitive 
bidding for deposits, both demand and time. 

If every banker always considered carefully both his direct and 

© The fact that the original price reduction will not impinge upon all competing 
banks to the same degree but will be felt most keenly by those few banks catering 


particularly to the same type of customer or to customers in the same part of the 
city or area makes retaliatory price reductions even more probable. 
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his indirect effects on the price of banking services, and if he were 
sure that any price reduction by him would be followed promptly 
by identical action on the part of his competitors, the price struc- 
ture fixed would approach that which would maximize the net 
receipts of the banks as a group. This might occur without any 
collusion among the banks. But since a banker is not always sure 
of the reactions of his competitors—especially of those located 
some distance away and catering to customers with numerous 
alternatives—price and service competition designed to attract 
customers from competitors has occurred to some extent. Ap- 
parently recognizing that this competition lowers the profits of 
the group, bankers have long considered it “‘unethical.””’ 


INTERBANK CO-OPERATION 


Members of national, state, and local bankers’ associations 
have had dinned in their ears continuously the benefits of co- 
operation and the evils of competition. To achieve co-operation 
various organizations have developed. The first formal organiza- 
tion was the clearing house including some or all of the banks in 
a city. The original purpose of these bodies was, as the name im- 
plies, the clearing and collection of checks and other items, but 
they soon became the medium for co-operation on all matters of 
common interest, and in many cases the clearing function came 
to be of minor importance.* Even before 1900 a number of these 
clearing houses had enacted rigid rules governing interest rates 
on deposits, as well as charges for clearing and collection, ex- 
change, and miscellaneous services. 

After the World War, owing largely to the facts that the in- 
crease in the number of banks had lowered profits and that the 
wider use of automobiles and the spread of large-scale firms was 
enabling an increasing number of customers to establish banking 
relations in two or more cities in the same region and to play one 


7 Other adjectives frequently applied to this competition are: senseless, foolish, 
unwise, excessive, harmful, destructive, cutthroat, and wildcat. 

8 James G. Cannon, Clearing-Houses (New York, 1900), p. 1: “. . . .Though de- 
signed as a labor-saving device, the clearing-house has expanded far beyond those 
limits, until it has become a medium for united action among banks in ways that 
did not exist even in the imagination of those who were instrumental in its incep- 
tion.” See also p. 11. 
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bank off against another, there arose a pressure for co-operation 
on a wider scale. To meet this situation the American Bankers’ 
Association, in co-operation with the various state bankers’ as- 
sociations, began about 1924 an intensive campaign for the estab- 
lishment of county and regional clearing-house associations, each 
to include all the banks in one or more counties. Though relative- 
ly few of these associations were established before 1929, they 
sprang up rapidly as the depression deepened and especially after 
the passage of the National Industrial Recovery Act. At the 
present time there are 233 county and regional clearing houses and 
354 city clearing houses claiming as members about 38 per cent 
of all the commercial banks in the country. A large proportion of 
the banks not affiliated with at least one of these organizations is 
located in regions only sparsely populated with banks. The 
county and regional clearing houses vary widely in size; some 
cover only one county and include as few as ten members, while 
others extend over as many as ten counties and claim from eighty 
to a hundred members.’ 

The extent of co-operation in all types of clearing houses varies 
somewhat, but there is a notable tendency to “cooperate on all 
matters of common interest.” Especially common are provisions 
fixing interest rates on time and savings deposits. Most of these 
agreements fix not only the interest rates to be paid but also the 
minimum balance to be required and the exact method of interest 
computation. Mr. Frank W. Simmonds, a leading spokesman for 
the bankers, stated in 1932: 

No genuine start can be made toward placing interest rates on the 
soundest possible basis until the banks develop concert of action to the full. 
Here and there a courageous bank may take a lone stand against the general 
interest practice, but it is by unity of action that the most valuable and all- 
embracing results can be obtained. The first step is to remove the harmful 
competition among banks serving the same locality, and the next is to pre- 
vent localities from bidding against one another for a volume of deposits 
that cannot readily be swelled enough to prevent one bank or set of banks 
from profiting at the expense of others. 

It is pleasing to record that the inquiry conducted by the Association re- 
veals that the members of only 15 per cent, or 37, of the clearing-houses 
sounded out have no agreement of any sort guiding their action on deposits. 

% Journal of the American Bankers’ Association, March, 1932, p. 600. 
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Members of 135 of the 244 reporting clearing-houses permit their interest 
rates to be governed by clearing-house rule, and members of 22 more have 
other means of achieving joint action. Forty-four exercise a limited super- 
vision over interest rates of members. The fact that a clearing-house has 
jurisdiction over the deposit rates of members is not in itself a guaranty that 
reasonable rates are being maintained, but it is an important step in the 
right direction, if only for the reason that it provides the mechanism for 
quick and concerted action.” 


Replies to a questionnaire sent to a number of banks in 1930 
indicated that in 58 per cent of the cases interest rates on deposits 
were fixed by clearing-house rule, in 14 per cent by simple agree- 
ments among banks, in 14 per cent by custom of some standing, 
and in only 14 per cent by individual bank action." The propor- 
tion of such rates established by co-operative action is probably 
much larger at the present time. 

Though many of them would like to extend their agreement 
over even larger areas, most bankers report that existing co- 
operation to reduce interest rates on deposits has been highly 
profitable. Interest costs have been lowered considerably with 
only a small loss of deposits.” 


1° “How Much Do Banks Pay for Deposits?” ibid., September, 1932, pp. 61-62. 
For similar statements see the same periodical for July, 1931, pp. 1-2, 31-32; Oc- 
tober, 1932, p. 36; September, 1933, pp. 14-15. 

 [bid., October, 1930, p. 353- 

™ Several clearing houses reported that a reduction of interest on deposits from 
4 to 3 per cent (a 25 per cent reduction in price) led to the loss of less than 10 per 
cent of deposits. See, e.g., W. B. Gladney, A Regional Clearing-House Will Cut 
Your Losses and Increase Your Profits (a pamphlet issued by the Bank Management 
Commission of the American Bankers’ Association). Mr. Gladney concludes (p. 5) 
that this reduction of interest from 4 to 3 per cent “was put in with the loss of prac- 
tically no accounts, our experience being that those who put money in savings de- 
partments of banks do so to have ready cash rather than for investment and to a 
certain extent the rate of interest is disregarded.” For a similar statement see W. L. 
Brooks, “Regional Clearing-Houses Pay Dividends,” Proceedings of the Southern 
Bank Management Conference (March 25-26, 1930), p. 56. A banker from North 
Dakota described another way in which interest costs may be lowered (bankers’ 
convention section of the Commercial and Financial Chronicle, 1927, p. 124): “We 
have tried to get our interest rates on time deposits down and we have found it 
pretty difficult. Now we are throwing out a suggestion to our members that I think 
is of some value. We are trying to have them cut down their certificates of deposit 
and substitute for them savings accounts. They are taking to that very nicely. 
There are so many ways of figuring interest that you cannot take advantage of in 
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In a number of cases co-operative action has enabled banks to 
increase their profits on the deposits of governmental units. 
Through the elimination of competitive bidding and through the 
exertion of group pressure on the appropriate legislative and ad- 
ministrative officials they have lowered the interest paid for these 
deposits or have accomplished the same result by imposing 
service charges on deposits." 

The argument that interest rates on deposits will be “‘exces- 
sive” if left to the determination of competition has apparently 
been accepted by Congress and a few state legislatures. As early 
as 1928 at least three states had fixed maximum rates on time and 
savings deposits. The banking acts of 1933 and 1935 prohibited 
the payment of interest on demand deposits (with certain excep- 
tions) by banks under the Federal Reserve and the Federal 
Deposit Insurance Corporation, and gave to these two bodies the 
power to fix maximum rates on time and savings deposits."* In 
some cases clearing houses merely help to enforce the lowered 
maximum rates promulgated by these regulatory bodies, but they 
frequently fix even lower rates. 

It is impossible to ascertain the extent to which interest rates 
on loans to customers are fixed by interbank collusion. Clearing- 
house agreements are singularly silent on this point. There are 
probably several reasons for this silence. In the first place, the 
publicaton of such an agreement would evoke unfavorable cus- 
tomer reactions. In the second place, any uniform rate agreed 
upon could hardly be imposed upon those borrowers with ready 
access to the open market or to distant banks. And, finally, an 


the certificate of deposit. We are meeting with good success in that way. While 
banks are advertising 4%, in reality they are paying only 3 in many instances. I 
think that is really worth while.” 

13 Cf. Journal of the American Bankers’ Association, October, 1930, p. 288; ibid., 
February, 1931, p. 701; ibid., April, 1932, p. 624. See also the Tennessee Banker, 
June, 1931, pp. 81-89. 

%4 Report of the Federal Deposit Insurance Corporation (1935), p. 30: “The Cor- 
poration believes it to be the intent of Congress, through the granting of these 
regulatory powers, to prevent unsound competition among banks and to check 
the tendency of competition to raise the rates of interest to levels which may im- 
peril the sound operation of banks.” 
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agreement on rates to be charged borrowers unable to resort to 
sources outside the area covered by the clearing-house agreement 
is probably considered unnecessary in that majority of cases in 
which the rates on these loans are already fixed by custom of 
long standing. Very frequently, if not usually, the customary rate 
is also the maximum legal rate. 

Often, however, banks co-operate to prevent customers from 
“playing off’’ one local bank against another in order to secure a 
reduction from the customary rate. In praise of the regional 
clearing house of which his bank is a member a Missouri banker 
stated: ‘We find, also, it is creating this spirit of cooperation 
among the banks in our county and the tendency is for the bank- 
ers, if a man comes in from another bank, to send him back to his 
own bank and tell him that is the place to borrow his money and 
to do his business.’"* This is apparently a widespread practice. 

The primary purpose of the growing practice of interbank ex- 
change of credit information, especially with regard to duplicate 
borrowers, is ostensibly, and probably actually, to prevent exces- 
sive lending to any one borrower and to reduce losses on loans. 
This device has been used at times, however, to prevent cus- 
tomers from “shopping around.” The aim is to force each cus- 
tomer to confine his patronage to one bank.*® 

The question of “unprofitable” individual deposit accounts 
has received the lion’s share of the bankers’ attention in recent 
years. If bankers acted rationally they would always refuse to 

's Bankers’ convention section of the Commercial and Financial Chronicle, 1925, 
p. 134. Cf. Wayne Hummer, “Getting Country Banks To Pull Together,’”’ Bankers’ 
Monthly, December, 1919, p. 22: “There are some borrowers who say that if you 
will not do it for me, the bank across the street will. A few years ago the concession 
asked for was usually granted in order to retain the business but today, at least 
that’s the way we do it, we call up the bank across the street and say, ‘If you will 
help us out, we'll appreciate it, and we’ll do the same for you.’ The incident is then 


usually closed and instead of playing one bank against another without profit 
to either the customer and the bank usually get together.” 

*© Commercial Bank Management (a pamphlet issued by the Bank Management 
Commission of the American Bankers’ Association), p. 30: “This is the result which 
ought to be sought, i.e., one borrower—one bank, except in cases where the borrower 
is at least a relatively large operator requiring the cooperation of several banks. In 
that case such cooperation should be openly arranged and systematized cooperative- 
ly by the borrower and his chosen banks.” 
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accept any account which entailed an addition to total costs 
greater than its direct and indirect additions to the total receipts 
of the bank. But they have not always acted rationally. In the 
first place, many bankers have had only the vaguest notion con- 
cerning the costs of and earnings from the checking accounts of 
particular customers. In the second place, even some of those 
who knew their costs and receipts paid little attention to the 
question of whether particular accounts were profitable so long 
as profits on their aggregate business were “‘satisfactory.’"? And, 
finally, some bankers have knowingly carried accounts at an im- 
mediate loss, hoping, sometimes too optimistically, that the ac- 
counts would become profitable in the future or that they would 
enhance the “good-will” of the bank sufficiently to cover the 
costs of carrying them."* 

Advocates of bank co-operation have long insisted that every 
account should at least pay its own way. With this contention 
most economists would probably agree if it meant merely that 
the returns from each account should at least cover the marginal 
cost of the account to the bank. But the advocates of bank co- 
operation were not referring to marginal costs. It is to be empha- 
sized that though some banks have acted independently on this 
matter, most of the service charges in effect at the present time 
have been determined and imposed by collusive action. Bankers 
almost invariably assert that these uniform charges are based on 
bank costs as revealed by careful research. But even where this 
is true, they are usually based on average costs including excess 
capacity; they are often high enough to cover the costs of rela- 
tively inefficient banks; and the cost-accounting employed is fre- 
quently highly questionable. Among these questionable cost- 
accounting practices are the following: (1) the use of monthly 
accounting periods, even for highly seasonal accounts (accounts 

*7 One banker stated (bankers’ convention section of the Commercial and Finan- 
cial Chronicle, 1924, p. 143), “Estimating $100 as the minimum profitable balance, 
and with 75% of our accounts below this minimum, we are making money—earn- 
ings increasing a little every year. So we do not worry about the cost of the small 
account.” Cf. ibid., p. 144: “So long as our profit and loss account is satisfactory, 
we would not consider making a service charge.” 

8 Bankers’ convention section, ibid., pp. 141, 144-45. 
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which pay their own way over a yearly period may be forced to 
pay service charges in some months); (2) the calculation of earn- 
ings on the minimum rather than the average size of the deposit; 
(3) the deduction of excessive reserves and float in computing the 
amount of the deposit available for investment; (4) the computa- 
tion of deposit earnings at a very low rate of interest; and (5) 
exaggeration of the stated costs of handling checks and other 
items. 

Most bankers assert that service charges imposed by clearing- 
house action have been highly remunerative. The resultant loss 
of deposit accounts is usually quite small, and the remaining de- 
posits frequently show an increase in size and a decline in activ- 
ity." Additional earnings from service charges have in a large 
number of cases exceeded 7 per cent, and in individual cases 15 
per cent, of the banks’ capital.?° 

Clearing-house agreements generally contain various other pro- 
visions. They usually limit the free services that members may 
perform for their customers, prescribe the types and maximum 
amounts of stationery to be furnished to customers free of charge, 
and set the price to be charged for other supplies. They usually 
lay down at least general rules governing the types and amounts 
of advertising to be done, and they sometimes go so far as to pro- 
vide that all advertising, with stated exceptions, must be ap- 
proved by clearing-house officials. Moreover, uniform charges for 
trust services are quite common. 

It is evident that the net income of banks should be enhanced 
considerably by the increase in revenues derived from service 
charges and from the higher average interest rate on loans, as 
well as by the lowering of operating costs through the elimination 
of interest on demand deposits, the reduction of interest on time 


9 Cf. ibid., pp. 127, 143, 182; Journal of the American Bankers’ Association, 
July, 1932, PP. 34-35- 

#0 Bankers’ convention section of the Commercial and Financial Chronicle, 1927, 
Pp. 123; ibid., 1928, p. 128; Journal of the American Bankers’ Association, July, 1932, 
PP. 34-35; Banking, August, 1935, p. 64. 
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and savings deposits, the decrease of services rendered to cus- 
tomers, and the reduction in advertising expenses.” 

Bankers insist that the benefits of this increased income will be 
enjoyed by the entire community in the form of enhanced banking 
safety and more efficient service. They contend that so long as 
banks are unprofitable they will be unable to command the con- 
fidence of the community, to add sufficient amounts to surplus to 
protect depositors, to render the most efficient service, and to 
follow conservative banking practices. Though these arguments 
are plausible, they cannot be accepted. Banking standards will 
not necessarily be improved by permitting banks to add through 
collusion to the monopoly power which they already possess. 
Many communities are so “overbanked” that any degree of 
monopoly attainable by their banks is unlikely to enable them to 
earn a “normal” return on their investment. These banks may 
still resort to unsafe practices. Moreover, it by no means follows 
that banks earning even more than a normal return will neces- 
sarily be administered conservatively; some bankers will con- 
tinue to follow a risky policy if that policy promises higher 
profits. And though higher earnings permit larger additions to 
surplus, they do not guarantee that such additions will be made; 
they may merely evoke a more liberal dividend policy. Since the 
ratio of capital items to other bank liabilities is higher in the 
United States than in most of the countries with safe banking 
systems, it seems likely that a solution of the problem of bank 
failures will require a fundamental reform of our banking struc- 
ture and management rather than mere additions to banking 
capital. 

SIGNIFICANCE OF MONOPOLISTIC ELEMENTS 


The elements of monopoly noted above must inevitably have 
widespread effects. In the first place, they affect the efficiency of 
the banking system. It is generally recognized that many cities 

# Mr. J. F. T. O’Connor, the comptroller of the currency, has estimated (Hear- 
ings on H.R. 5357 [1935], p. 173) that the member banks paid out annually during 


the five-year period immediately preceding September, 1933, an average sum of 
$246,000,000 as interest on demand deposits alone. 








U 
N 
k 
{ 
' 





18 LESTER V. CHANDLER 


and regions have too many banks, each operating at less than the 
most efficient scale. If pure competition existed in banking, this 
condition would not be so prevalent. Each banker, selling a homo- 
geneous service and having no appreciable effect on the prevailing 
price, would offer his services up to that amount at which his 
marginal costs were equal to the market price and at which his 
average costs were lowest. As a result, there would be a tendency 
toward the perpetuation of only the required number of optimum- 
sized banks. This ideal has obviously not been realized, and, be- 
cause of the elements of monopoly in banking—some of which 
appear ineradicable—it probably never can be. 

The prevalence of monopolistic elements tends to prevent, or 
at least to retard, the elimination of excess capacity and the con- 
tinuance of only the required number of optimum-sized banks. 
Even in the absence of interbank collusion, price competition 
may be lessened to such an extent by the attachment of customers 
to particular banks and by the prevalence of oligopoly that at 
least normal profits will be maintained and equilibrium estab- 
lished despite the fact that each bank could render additional 
services at a marginal cost below the prevailing market price (or 
prices). To the extent that interbank collusion adds to monopoly 
power and bolsters bank earnings, it tends to aggravate the situa- 
tion. The danger of still further additions to banking capacity is 
reduced somewhat by the lack of free entry into banking, owing 
to the difficulty of securing charters from federal and state au- 
thorities, to the cost of attracting customers to new banks, and to 
the organized opposition of existing banks.” 

In the second place, the elements of monopoly affect the struc- 

2 During the eleven-year period, 1925-35, about 26.5 per cent of the applications 
for national bank charters were rejected outright by the comptroller of the currency, 
and many more applications were withdrawn—some of them probably because of 
the lack of encouragement from the comptroller. Apparently the policy in at least 
the recent decade has been to charter national banks only where they are “needed” 
and have some prospect of success (cf. Report of the Comptroller of the Currency 
[1927], p. 13). 

Most state chartering authorities have also followed a restrictive policy to some 
extent. Groups of bankers sometimes discourage the establishment of new banks 
by refusing them membership in clearing houses, by refusing to co-operate with them 
on other matters—such as the exchange of credit information—and by preventing 
their acquisition of charters. 
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ture of interest rates in the United States. It has already been 
noted that different customers pay widely different rates for loans 
at the same bank, at different banks in the same city, and at banks 
in different cities. These differentials, especially those existing in 
a given city, cannot possibly be explained completely by differ- 
ences in risks and administrative costs; they must to some extent 
be attributed to monopolistic elements. The same is true of 
differentials between rates on customers’ loans and rates on short- 
term, open-market loans. 

The conditions under which interest rates on short-term, open- 
market loans are determined conform much more nearly to the 
requirements of pure competition than do those under which rates 
on bank loans to customers are determined. To a much greater 
extent lenders in the open market look upon interest rates prevail- 
ing there as being unaffected by their individual actions; in most 
cases each can only adjust his offerings to the ruling rate of 
interest.” 

Partially because of this approach to pure competition, open- 
market rates vary widely with credit conditions. In periods of 
stringency some of them rise above even the highest rates on cus- 
tomers’ loans, while at times of credit ease they fall to very low 
levels. But interest rates on bank loans to customers, especially 
to customers without ready access to the open market or to dis- 
tant banks, show no such variations. On a large percentage of 
these loans many banks charge an unvarying rate of interest dur- 
ing long periods of time, despite sweeping changes in underlying 
credit conditions.*4 

23 This is not to say that collusive action by New York banks has not affected 
open-market rates. Outstanding cases of collusion are (1) the agreement in 1931 
prohibiting members of the clearing-house and clearing nonmembers from placing 
loans for “others,” (2) the “pegging” of call-loan rates, and (3) the fixing of com- 
mission rates for the placement of loans so high in the later stages of the depres- 
sion as virtually to exclude open-market lending by banks that were not members 
of the clearing house. 

24 In answer to a questionnaire relative to the effects of discount rate changes on 
market rates of interest, the spokesman of all the Federal Reserve banks, even 
those of New York and Boston, emphasized the inflexibility of rates on customer 
loans (cf. Hearings on Sen. Res. 71 [1931], pp. 769-74). 


According to the testimony of the spokesman of the Boston bank (p. 769) 
“.... Rates on commercial loans to customers are affected by discount rate 
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The failure of banks to raise the rates on customers’ loans in 
periods of credit tightness is to be explained in many cases by the 
fact that these rates were already at the legal maximum. Banks 
continue to lend to their customers despite the availability of 
higher rates in the open market in order to retain their customer- 
borrowers for the future and also to retain their deposits, which 
they consider to be the source of their loan funds. Such a policy 
would not be followed under conditions of pure competition. 
The widespread practice by banks in periods of credit ease of 
lending large sums in the open market at rates of interest far be- 
low those prevailing on even the safest and most liquid loans to 
customers in their own cities cannot be fully explained without 
reference to the lack of pure competition in the cities in which the 
lending banks are located. 

In fact, the wide fluctuations of interest rates on short-term 
loans in the open market is in some degree traceable to the preva- 
lence of monopolistic elements in the customers’ loan market. 
Open-market rates could not rise so high in boom periods if bank- 
ers did not deem it wise to limit their lendings in the open market 
in order to ‘“‘take care of their customers”’ in order to retain “‘good- 
will.’ And short-term, open-market rates could not fall so low in 
periods of credit ease if banks engaged freely in price competition 
for customers’ loans in their respective cities instead of maintain- 
ing interest rates on customers’ loans at the same level and 
“dumping” credit in the open market, where each bank tends to 
neglect its effects on rates. 


changes only in the case of the larger borrowers. Commercial rates in the outlying 
country banks are practically stationary at all times, regardless of open-market 
conditions, and even those in the second and third size banks in the larger communi- 
ties are sensitive to open-market influences only after a substantial period has 
elapsed. On the other hand, discount-rate changes appear to be reflected fairly 
promptly in open-market rates for acceptances, certificates of indebtedness, and 
stock market loans.” In agreeing with this statement the New York spokesman 
wrote (p. 770), “Probably more than 80 per cent of the banks in this district charge 
but one rate of interest in all seasons and to practically all customers, namely, 6 
per cent.” In the Kansas City district the situation is in general the same (cf. 
p. 770): “Rates charged borrowers by country banks in our district are so standard- 
ized that they are not affected, generally speaking, even by extreme changes in 
money conditions.” 
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The inflexibility of interest rates on loans to customers who 
are without readily available alternatives sometimes diminishes 
the effectiveness of Federal Reserve policies designed to control 
the quantity of bank credit. It is probable that this inflexibility 
of rates interferes but little with restrictive policies, for member 
banks may limit their credit by rationing even more effectively 
than by raising interest rates. But it may interfere seriously with 
attempts to arrest a contraction of credit. At such times the 
natural rate of interest is likely to be falling so rapidly that the 
maintenance of a stable market rate on customers’ loans is not 
neutral but actually deflationary in its effects. To some extent, 
of course, the deflationary effects of inflexible rates on customers’ 
loans may be offset by the expansionary effects in the open 
market brought about by the fall of rates there, but it is highly 
unlikely that the offset is complete. In the first place, the volume 
of open-market credit is so much smaller than the volume of loans 
to customers that a very large percentage expansion of open- 
market loans would be required to offset a small percentage de- 
cline of customers’ loans. And, in the second place, the amount of 
short-term, open-market credit taken by one important borrower, 
the government, is influenced but little by the height of the inter- 
est rate. 

CONCLUSIONS 

The markets for time and savings deposits, for bank loans to 
customers, and for miscellaneous banking services do not meet 
the tests of pure competition. Banks sell highly differentiated, 
and not homogeneous, “‘products.”’ For a variety of reasons indi- 
vidual customers tend to deal with the same bank over a period 
of time. Therefore, the bank has some degree of control over the 
price of its product. The attachment of customers to a particular 
bank is in some degree attributable to a lack of knowledge on 
the part of both the customer and banks other than his own. 
Ignorance of alternatives may lead the customer to continue 
patronizing the same bank. And ignorance on the part of banks 
other than his own—especially ignorance as to his credit-worthi- 
ness—often leads them to overrate the risk on loans to him, 
thereby depriving him of ready alternatives. 
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These markets also fail to meet the tests of pure competition 
in that there are so few banks “‘competing”’ for the same business 
—especially for the business of those customers whose opportuni- 
ties are confined to local banks—that each bank is likely to take 
into consideration both its direct and its indirect effects on mar- 
ket price, and therefore to refrain from engaging in price competi- 
tion designed to lure customers from other local banks. 

Though the degree of monopoly power growing out of the fore- 
going conditions has in many cases been considerable, it has not 
been sufficient to please the bankers. They have, therefore, 
entered into collusive agreements, first over a small and later over 
a much larger area, to regulate not only prices but also nonprice 
competition. This nonprice competition has arisen partially as a 
result of the lack of price competition. In many areas, as one 
banker has happily stated, competition is now carried on among 
the banks in a fine spirit of co-operation. 

The lack of pure competition helps to explain many phenomena 
in the field of commercial banking and credit. It is one factor in 
the persistence of the “‘overbanked”’ situation in some areas. It 
affects the structure of short-term interest rates in the United 
States—the wide differentials in rates on customers’ loans at any 
moment, the inflexibility of customers’ loan rates through time, 
and the wide fluctuations of short-term rates in the open market. 
It also probably limits the effectiveness of Federal Reserve credit 
policies, especially those aimed at arresting a contraction or at 
effecting an expansion of credit. 
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THE NORTH DAKOTA STATE MILL 
AND ELEVATOR’ 


GILBERT W. COOKE 
Bowling Green State University 


S AN outstanding example in the United States of gov- 
ernmental operation of an industrial enterprise, the 
North Dakota State Mill and Elevator has an im- 
portance both to the proponent and to the opponent of the use of 
state ownership as a device to alleviate alleged abuses in a 
capitalistic order. Since its initial manufacturing of flour on 
October 22, 1922, this plant presented certain problems of plan- 
ning, capitalization, management, and social policy which are 
likely to recur in any other state venture into the realm of public 
ownership. 


I. EARLY MOVEMENT FOR A TERMINAL 


Thirty years of struggle by the people of North Dakota to 
obtain a grain terminal anteceded the establishment in 1919 of 
the North Dakota Mill and Elevator Association. During this 
period the North Dakota farmer believed that wheat was short- 
weighted at the private terminal, that the local price was controlled 
by secret agreements between line elevators, that the low grades 
of wheat were “‘doctored”’ by the mixing with high grades to bring 
a greater profit to the terminal owner, and that the commission 
charges were excessive.? He believed that action by the state was 
necessary to eliminate these supposed abuses. 

Early attempts to establish a terminal failed because of legisla- 
tive, political, or constitutional barriers. An appropriation in 1893 

* The writer wishes to acknowledge the facilities furnished him in the prepara- 
tion of this paper by the School of Commerce of the University of North Dakota 


while he was a member of its faculty. Mr. Terrance Leonhardy, now a graduate 
assistant at Louisiana State University, aided in compiling the statistical data. 

? Cf. Paul R. Fossum, The Agrarian Movement in North Dakota (Baltimore: “Johns 
Hopkins University Studies,” 43d ser., No. 1 [1925]), p. 32; testimony of Inter- 
state Commerce Commission, Relation of Common Carriers to the Grain Trade 
(soth Cong., 2d sess., Sen. Doc. 278 [1907]), entire volume. 
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of $100,000 to construct an elevator at West Superior, Wisconsin, 
was ineffective because of the failure to provide for the means of 
obtaining the funds.’ From 1894 until 1906 the legislature was 
controlled by a conservative majority which warded off all efforts 
to put the state into business. In 1906 a committee of the North 
Dakota Bankers’ Association investigated and reported in favor 
of leasing a terminal at Duluth or Superior. A Board of Grain 
Commissioners, appointed by a liberal legislature in 1907, re- 
ported back to the 1909 session that ‘“‘a terminal elevator should 
be established by purchase or lease at terminal cities on the main 
railroad lines immediately adjoining the Minnesota border, or at 
Minneapolis, Duluth, and Superior.’’4 

To enable the state to engage in the grain-terminal business two 
constitutional amendments were adopted by two successive legis- 
latures (in 1909 and 1911, and in 1911 and 1913, respectively) 
and ratified by the voters in 1912 and 1914 by overwhelming 
popular majorities of 56,448 “‘yeas” to 18,864 “noes” and 51,507 
“veas”’ to 18,483 “noes,” respectively.’ The first amendment pro- 
vided for the purchase or lease of a terminal in Minnesota or 
Wisconsin ; the second, for one within the state of North Dakota.° 
In 1913 the legislature levied a property tax of § mill to create a 
State Terminal Elevator Fund, and also instructed a Board of 
Control to submit plans and specifications for a terminal in 
Minnesota or Wisconsin. Instead of preparing plans for a termi- 
nal at either Duluth or Superior, however, the Board of Control, 
influenced, probably, by adverse advice from the American So- 
ciety of Equity’ and the Minneapolis Chamber of Commerce, 
recommended against the establishment of a terminal. In con- 
cluding its report the Board stated: 


It is the opinion of the Board that there is no sound practical plan by 
which a terminal state-owned and operated elevator created in the Twin 


3 Laws of North Dakota, 1893, c. 61, p. 165. 

4 Public Documents of North Dakota, 1908, No. 37, Pp. 24. 

5 Legislative Manual (North Dakota, 1919), p. 221. 

® Laws of North Dakota, 1909, p. 344; ibid., 1911, pp. 161, 165; ibid., 1973, p. 132. 

7 The American Society of Equity was an agricultural organization which fostered 
the construction of co-operative units. 
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Cities, Duluth, or Superior, would in any way make it possible for the farmers 
to get a better price for their grain—and such would be a waste of money. 

We recommend against the expenditure by the state of any money for 
the erection of new elevators at any and all points.’ 


Instead of carrying out the mandate of the people expressed in 
the two amendments adopted in 1912 and 1914, the legislature of 
1915 adopted the report of the Board of Control and repealed the 
tax authorized in 1913 to raise the funds. 

Watching the proceedings at Bismarck during the legislative 
session of 1915 was a young man, about thirty-five years of age, 
who had suffered a setback in an attempt to raise flax at Beach, 
North Dakota, when a sudden drop in the price of flax together 
with a drought made him a loser by some $80,000. From 1913 to 
1915 he had canvassed the western half of North Dakota, solicit- 
ing support for the Socialist party. At Bismarck this young man, 
Mr. A. C. Townley, met Mr. Fred Wood, a successful farmer 
from Deering, North Dakota, who had come to attend the Society 
of Equity convention. These two talked over the disappointment 
of the farmer, and agreed to form an organization to protest the 
action of the legislature. Accordingly, in the spring of 1915 A. C. 
Townley and Fred Wood established the North Dakota Non- 
partisan League sponsoring the following program: 

State ownership of terminal elevators, flour mills, packing houses and 
cold storage plants. State inspection of grain and grain dockage. Exemp- 
tion of farm implements from taxation. State hail insurance on the acreage 
tax basis. Rural credit banks operated at cost.? 


Directed by the Non-partisan League, the drive for a state 
terminal elevator received increased impetus. By the fall of tors, 
twenty thousand farmers had signed the League membership 
cards, and in the spring of 1916 the district caucuses and conven- 
tions of the Republican party were controlled by the League. The 
passage of legislation was prevented in 1917, however, by the 
carry-over of one-half of the conservative senators, and by the 
need for amendments to the state constitution permitting the 

§ Report of Board of Control, House Journal (North Dakota, 1915), pp. 187-88. 


9H. E. Gaston, The Non-partisan League (New York: Harcourt, Brace & Co., 
1920), p. 60. 
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establishment of the industrial program.’® By 1919 the defeat of 
the conservative senators and the ratification of the necessary 
constitutional amendments permitted the enactment of the entire 
industrial program including provision for the creation of the 
North Dakota Mill and Elevator Association." 


II. THE ESTABLISHMENT OF THE STATE MILL 
AND ELEVATOR 


Responsibility for the establishment of the North Dakota 
State Mill and Elevator was placed in the Industrial Commission, 
an ex officio body composed of the governor, the attorney-general, 
and the commissioner of agriculture and labor. The legislation 
creating this Commission decreed that it should: 


manage, operate, control and govern all utilities, industries, enterprises, and 
business projects now or hereinafter established, owned, undertaken, admin- 
istrated or operated by the State of North Dakota, except those carried on in 
penal, charitable or educational institutions. To that end it shall have the 
power, in the exercise of its sound judgment and is hereby directed: 

a) to determine the location of all utilities and industries. 

b) to acquire by purchase, lease, or eminent domain all necessary prop- 
erty rights, and to equip, maintain and repair and alter same. 

c) to employ a manager and all help for each utility. 

d) to fix the buying price of all things bought and the selling price of all 
things sold. 

e) to procure the necessary funds for such industries by negotiating the 
bonds of North Dakota.” 


te Governor Frazier vetoed a bill establishing a terminal elevator in 1917 be- 
cause he disapproved the use of taxes for financing, and he objected to a terminal 
without a mill. In his veto message were the remarks: “I am in favor of state 
owned terminal elevators and flour mills built within the state and properly financed 
by the issue of bonds, and am satisfied that a terminal elevator in North Dakota 
with a state owned mill would be a great success . . . .” (Laws of North Dakota, 1917, 
p. 382). 

™ One important amendment enabled the state to engage in industrial enter- 
prises; another authorized the use of bonds for these purposes. The second one read 
moet: “28 All bonds in excess of two million dollars shall be secured by first 
mortgages .... upon real and personal property of state-owned utilities, enter- 
prises, or industries in amounts not exceeding its value, and provided further that 
the state shall not issue or guarantee bonds upon property of state-owned utilities, 
enterprises or industries in excess of ten million dollars” (Constitution of North 
Dakota (Bismarck, N.D., 1933], art. 31). 


"= Laws of North Dakota, 1919, c. 151, sec. 5. 
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The earliest venture of the Industrial Commission, acting 
through its corporate agency, the North Dakota Mill and Eleva- 
tor Association, was to purchase, August 6, 1919, for $100,000 of 
the old terminal tax money a small mill at Drake, North Dakota, 
in order to demonstrate what could be done with a state-owned 
and state-operated flour mill. This experiment proved unsuccess- 
ful. This 125-barrel mill started operations August 20, 1919, and 
suspended operations March 27, 1924, after manufacturing about 
65,000 barrels of flour. Rapid breaks in wheat prices, an increase 
in the price of cotton sacks, and losses in consignments combined 
to produce, by the end of 1924, a deficit of $98,158, approximating 
a loss of $1.50 per barrel. Up to the time that the mill and 
machinery were sold for $2,550 on November 6, 1931, the interest 
accruals and the depreciation charges had increased the total 
deficit to about $120,000."3 

Without awaiting the outcome of the Drake experiment, the 
Industrial Commission began to take steps to carry out the man- 
date of the voters as evidenced in (a) the approval of the two 
terminal amendments in 1912 and in 1914; (0) the ratification of 
the amendments authorizing the entire program in 1918; (c) the 
legislative enactment of the three laws in 1919 creating the Indus- 
trial Commission, and the Mill and Elevator Association, and 
authorizing the bonds to finance the mill; and, finally, (d) in the 
referendum approval, June 26, 1919, of the law establishing the 
Industrial Commission."* According to a published statement: 
“The aim will be to distribute mills and terminals throughout the 
state in such a manner as will enable the farmers to deliver their 
grain and receive back their flour and mill feeds at the lowest cost 
in wagon or truck haulage and railroad rates.’’S 

It is somewhat surprising, in view of the foregoing statement, 
that the second project was an elevator with storage space for 

*3 Industrial Commission, Annual Reports, 1920-28. 

*4The amendment authorizing the program was carried November s, 1918: 
46,830 “yeas,” 32,574 “noes”; the amendment permitting the sale of bonds was 
approved November 5, 1918: 46,275 “yeas” and 34,235 “‘noes”; the Commission 
was upheld in referendum by 61,188 to 50,271 votes. 

*s Industrial Commission, The North Dakota Industrial Program (Bismarck, 
N.D., 1920), p. 36. 
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2,000,000 bushels and a mill with a production capacity of 3,750 
barrels per day. Both were to be located at Grand Forks, North 
Dakota, at the extreme eastern boundary of the state. It has been 
asserted, but without proof, that this location was selected in 
order to win over an antagonistic element in that city and to pun- 
ish citizens of Fargo for their bitter opposition to the industrial 
program. 

The State Mill and Elevator was to be financed by the sale of 
mortgage bonds which were to be authorized and issued by the 
state treasurer and sold by the Industrial Commission. Compli- 
ance with the act authorizing the bonds was delayed, however, 
pending a favorable decision in the United States Supreme Court 
on the constitutionality of the industrial program and the bonds 
to finance it."* Meanwhile, although no bonds had been sold, the 
Industrial Commission let the contract with the Fegles Construc- 
tion Company on April 29, 1920, and financed the initial construc- 
tion costs with $1,055,310 borrowed from the Bank of North 
Dakota, a state-owned and state-operated bank.*? 

Actual construction was discontinued in the fall of 1920, when 
funds could not be obtained by the sale of bonds and was further 
delayed during 1921, because of a political turmoil over five 
initiated measures proposing to destroy the industrial program. 
In the election on October 28, 921, the voters defeated the five 
proposals but recalled the three siate officials in charge of the exe- 
cution of the industrial program: the governor, the attorney-gen- 
eral, and the commissioner of agriculture and labor. The im- 
portance of this political change is indicated by the statement of 
the new governor that “the feeling is insistent that the state’s 
scattered assets shall now be salvaged and that no new additional 
industrial activities should now be engaged in.’’** 

When the new members of the Industrial Commission took 


© Green v. Frasier, 263 U.S. 233 (1920). 

17 The bank funds were obtained from public deposits compulsorily placed in 
the Bank of North Dakota by Laws of North Dakota, 1919, c. 147, sec. 7. An initi- 
ated law of November 2, 1920, made all public deposits, except state funds, op- 
tional, and rapid withdrawals from the Bank of North Dakota in 1921 prevented 
further loans to complete the mill. 


*8 Industrial Commission, Annual Report for 1921, p. 7. 
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charge, November 23, 1921, they found only six men employed— 
and these as watchmen over the incomplete plant. Arrangements 
were made at once to sell the bonds authorized by the 1919 statute 
and to complete the mill. The first unit was finished in October, 
1922; the second, in January, 1923; the third and last, in Febru- 
ary, 1923. Completed, the plant cost $3,044,391.76."” 

The physical aspect of the entire project is best described by an 
extract from the report of the Interstate Commerce Commission: 

The Terminal ....is maintained by the state and is the only grain 
terminal west of Minneapolis and Duluth recognized by, and functioning 
under, state laws. The Terminal is quite extensive. It contains a large ele- 
vator, a large flour mill, and a grain exchange, all functioning in every detail, 
and all located on ground owned by the state. The elevator was made a 
Federal Warehouse in 1925. There are six or seven tracks aggregating ap- 
proximately four miles in length, for the placement of cars. The mill and 
elevator are operated as separate units. The elevator, located about 1.5 
miles from the defendants’ Northern Pacific Grand Forks freight station 
. ...is engaged in the purchase, handling, drying, storage, marketing, and 
sale of grain. It has a capacity of 2,000,000 bushels. Operating sixteen hours 
a day it can unload 144 cars and load 192 cars. It can clean 6,000 bushels, 
dry 2,000 bushels, and mill mix 12,000 bushels per hour. The mill is engaged 
in the manufacture of flour and other grain products.” 


Ill. THE OPERATION OF THE STATE MILL AND ELEVATOR 


Although the business of the mill and elevator is conducted 
under the corporate name of the North Dakota Mill and Elevator 
Association, the directing agency of this Association has changed 
many times since the mill started operations October 22, 1922. 
As mentioned above, the Grand Forks plant was planned and 
started by the old Industrial Commission, and was finished and 
placed in operation by the new Industrial Commission chosen at 
the recall election of 1921. In 1923 direct supervision of the mill 
was given to a Board of Managers, composed of six members ap- 
pointed by the Industrial Commission. Two years later, in 1925, 
all power over the mill and elevator was taken from the Industrial 
Commission and the Board of Managers and transferred exclu- 

19 Ibid. (1923), p. 25. 

2° North Dakota Mill and Elevator Association v. Northern Pacific Railway Com- 


pany, 139 IL.C.C. 453 (454) (February 7, 1928). The terminal is also on the main 
line of the Great Northern. 
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sively to the governor of the state.” Six years later the control was 
handed to a Mill and Elevator Commission of three persons ap- 
pointed by the governor. Finally, in 1933, the setup of 1919 was 
restored; since 1933 the Industrial Commission again has directed 
the mill and elevator.” Although four changes were made in the 


TABLE 1* 


CONSOLIDATED OPERATING STATEMENT, GRAND FORKS MILL 
AND ELEVATOR 











OPERATING 
OPERATING 
Loss AFTER 
Periopt Prorit 
BARRELS MANuPAC- ALLOWANCE 
EXCLUSIVE 
Manu FAc- Net SALEs TURING For De- 
or Deprect- 
TURED IncoME PRECIATION 
ATION AND 
AND 
INTEREST 
INTEREST 


Beginning Ending 


10-22-22 | 12-31-23 | 736,337 | $4,599,180 | $220,892 | $110,218} | $404,888 
I- 1-24 | 12-31-24] 953,603 | 7,027,450 | 478,802 77,693 230,960 
I- I-25 | 12-31-25] 510,364 | 4,669,978 | 361,759 | 148,714 188 , 403 
I- 1-26 | 12-31-26} 569,306 | 4,904,099 | 120,919 92,030$ | 429,148 
I- I-27 | 12-31-27 | 456,713 | 3,720,203 | 361,145 | 166,477 170,640 
I- 1-28 | I- 9-29] 515,324 | 3,940,137 | 331,779 | 127,267 208 ,853 





I-10-29 | 12-31-29 | 510,874 | 3,780,474 | 448,776 | 269,428 39,938 
I- I-30 | 12-31-30] 516,074 | 3,118,158 | 347,031 | 142,232 166, 135 
I- I-31 | 6-30-31 | 195,964 937,433 | 122,241 3,482} | 157,666 


7- I-31 | 6-30-32 | 367,023 | 1,662,967 | 212,475 75,462 232,916 
7- 1-32 | 7- 8-33] 487,054 | 1,937,360 | 199,060 41,177 244,233 
7- 9-33 | 7-31-34] 663,645 | 3,285,168 | 284,429 60, 308 209 ,989 
8- 1-34 | 3-16-35 | 333,618 | 2,076,157 | 245,205 | 154,300 5,078 
3-17-35 | 12-31-35 | 640,362 | 4,508,428 | 313,552 | 123,900 87,901 
I- 1-36 | I- 4-37 | 913,231 | 6,184,256 | 170,057 | 440,465} | 722,446 























* These statistics and others in this paper are taken from the annual and semiannual reports of the 
Board of Auditors. This Board is an ex officio body composed of the secretary of state, the state 
auditor, and the attorney-general. It was created by initiated law, November 2, 1920, to examine and 
audit the accounts of the industrial institutions. 

t The uneven periods beginning 8-1-34, and 3-17-35, are due to political changes in the governorship 
resulting in immediate changes in mill management. 


t Loss. 


supervising agency during the first ten years, only one was made 
in the executive manager of the mill: C. E. Austin managed it 
it for the two years from January 1, 1923, to January 1, 1925; 
O. L. Spencer managed it for eight years until November 20, 1933, 

* The explanation of this law lies in the political affiliations of the members of 
the Industrial Commission. Whereas Governor A. G. Sorlie was a member of the 
Non-partisan League, Attorney-General George F. Shafer and Commissioner of 
Agriculture Joseph Kitchen were conservative Republicans. Shafer and Kitchen 
were members of the Industrial Commission from 1923 to 1933. 


* The statutory references for these changes are Laws of North Dakota, ror9, 
C. 152; ibid., 1923, C. 295; ibid., 1925, C. 193; ibid., 1931, C. 268; ibid., 1933, Cc. 193. 
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and remained after that date until the spring of 1934 to assist the 
new manager, Ludvig Peterson.” 

To cover in the briefest space possible the financial results of 
the operation of the mill and elevator, the periodic and the sum- 


TABLE 2* 


SUMMARY OF OPERATIONS, GRAND FORKS MILL AND 
ELEVATOR, OCTOBER 22, 1922—MARCH 16, 1935 














Items Per Barrel Total 
econ acs walle weeded aie $6.6997 | $45,658, 766.27 
Whent cost........... ie2amuntnsed 5.439 37,070, 805.37 
Package cost..............-.....00. ©.337 2,296,594.73 
Operating cost. . weet eee eeeeeeeenee 0.375 2,555,953-73 
Total manufacturing cost............ 6.151 41,923,352.79 
Manufacturing gain................. ©. 548 3,735,413.48 
Selling expense. ....... d csi Gitte uch eciale 0.258 1,756,874. 76 
General expense.................... 0.121 825,736.78 
Nn ck ci vasiawswaeadaes ©.169 1,152,801 .94 
Addition to incomef................ 0.029 194,821.76 
Deduction from incomef.............] ©.043 290, 288.45 
Interest on operating bonds§......... ©.104 706,919.51 
Depreciation on plant............... ©.100 685, 268.59 
Net loss, excluding construction bond 

i ctaicdddteldenendwes ds ©.049 354,852.85 
Interest on construction bonds||...... 0.317 2,160,985 .40 
Deficit (March 16, 1935)............. ©. 366 2,495,838. 25 
Gain before allowance for all interest 

and depreciation.................. 0.1559 1,057,325.25 











*In ‘vables 1 and 2 the title “Grand Forks” refers to the location of the mill, to 
distinguish this plant from the Drake plant which was in operation during a part of 
this same period by the Industrial Commission. The Board of Auditors’ report for 
December 31, 1935, did not re; uce this table; hence it ends in March, 1935 (Report 
of North Dakota wd of Auditors Ending March 16, 1935, p. 15). 

t Mostly interest and discount received and inspection charges. 

t Mostly interest on current liabilities and bad-debt expense. 

§ Operating bonds amounting to $1,500,000 were issued on July 1, 1923, to ob- 
tain capital to buy wheat. (Laws of North Dakota, 1923, c. 291). 

|| Construction bonds yey mf to $3,000,000 were issued Jan I, 1922, to 
complete the mill and repay the Bank of North Dakota (Laws of North Dakota, 1919, 


c. 153). 
4 Calculated by writer; not included in report of Board of Auditors. 


mary consolidated operating statements are given in Tables 1 
and 2, respectively. The consolidated statement includes the mill, 
the elevator (which is a separate account after April 1, 1924), and 
a small local elevator unit which handles grain irom wagons. 
Some conclusions are evident from a study of Tables 1 and 2. 
23 Since then successive managers have taken charge on these dates: O. B. Lund, 
August 1, 1934; A. F. Bonzer, Jr., March 17, 1935; A. J. Scott, January 1, 1937. 
These changes during the last three years are due to the shift in governors: William 


Langer, Ole Olson, T. H. Moodie, Walter Welford, and William Langer, a second 
time, have each held office during the interim from 1934 through 1937. 
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After allowance for depreciation and interest amount, a loss was 
incurred in every period of operation (Table 1); before allowance 
for these two items, an operating profit occurred in all except four 
periods: the fourteen months ending December 31, 1923; the year 
ending December 31, 1926; the half-year ending June 30, 1931; 
and the year ending January 4, 1937. The half-year was inserted 
to care for the transition to a fiscal year ending July 31; as a 
matter of fact, an operating loss occurred regularly in each half 
year ending June 30, but, with the foregoing three exceptions, 
was offset by operation gains during the second half of the calen- 
dar year. Three significant items in Table 2 are the ‘depreciation 
on plant” amounting to $685,268.59, the “interest on operating 
bonds” amounting to $706,919.51, and the “interest on construc- 
tion bonds” amounting to $2,160,985.40. Before allowance for 
these three liabilities there is a reported gain on March 16, 1935, 
of $1,057,325.25; after the inclusion of these items there is a 
deficit at that date of $2,495,838.25. From the million-dollar 
“‘gain’”’ there has been paid to the state government $579,000 on 
construction bond interest, $209,240 on milling (operating) bond 
interest, and $13,152 judgment on the Drake Mill—a total of 
$801,372 paid to the state government out of the gross earnings 
of the institution. One must observe, however, that the recorded 
deficit of March 16, 1935, is kept low by the omission of (a) one 
million dollars in milling bonds redeemed by the state and (0b) the 
accrued interest on these bonds after their redemption by the 
state. 

Several changes have occurred in the deficit since the date of 
Table 2, which was not reproduced in subsequent audits. During 
the period ending December 31, 1935, a reappraisal loss of the 
fixed assets amounting to $762,926.75 and a total loss in opera- 
tions for that period of $87,901.08 increased the deficit to $3,220,- 
926.56. In the next period ending January 4, 1937, a further total 
loss in operations amounting to $722,446.46 brought the reported 
total deficit on January 4, 1937, to $3,684,804.31. This is some- 
what less than the arithmetical sum of the preceding deficit and 
the year’s loss because of an unexplained credit adjustment of 


$375,027.40. 
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A partial explanation of the financial losses occurring nearly 
every year is given in Table 3. The first significant item to note 
is the inadequate gross profit remaining after subtracting cost of 
material and shipping expense from sales. For the fourteen 
periods covered the conversion costs per barrel including operat- 
ing expense, selling expense, and general expense only, varied 
from $0.619 (1935) to $0.993 (six months, 1931); the median, 
$0.774. A low conversion cost, however, will not produce an 

















TABLE 3 
Per BARREL RESULTS OF FLOUR PrRopuUCTION aT GRAND Forks MILL* 
PERIOD Gross | Oper- | Sett- | GEN- | op,,. | ADpi- | Depuc-| Inrer- 
TRAD- | ATING ING ERAL | ring | TION | TION Est | ToTaL 
ING Ex- Ex- Ex- Gan | 7 In- | FROM ON Loss 
Beginning | Ending | Prorit| PENSE | PENSE | PENSE | ~ come | Income} Bonps 

I- 1-24 | 12-31-24 |$0.932 |$0.408 |$0.273 |$0.140 |$0.164 |$0.021 |$0.250 |$0.179 |$o. 244 
I- 1-25 12-31-25 1.086 423 234 136 293 .020 .356 247 299 
I- 1-26 12-31-26 4 560 411 . 260 106 .217t| .0o14 310 221 734 
I- 1-27 12-31-27 1.180 472 . 282 .126 .300 .016 .365 272 .328 
1- 1-28 I- 7-29 | 1.005 435 279 121 .170 .020 307 .250 336 
1- 8-29 12-31-29 1.181 428 - 110 .407 .or8 275 .242 .092 
I- 1-30 | 12-31-30 | 1.017 484 121 125 .or8 251 245 353 
I- 1-31 6-30-31 ©.925 S14 318 161 .068t 027 .4901 .322 B44 
7- 1-31 6-30-32 | 0.985 444 271 -145 .125 .065 .356 .360 . 526 
7- 1-32 7- 833 0.737 414 220 III .008 O21 .212 264 463 
7- 9-33 7-31-34 | 0.787 358 | .247]| .130] .052] .o1g] .134 201 | .269 
8- 1-34 3-16-35 | 1.112 437 -179 113 393 033 150 -237 -030f 
3-17-35 | 12-31-35 | 0.715 318 . 201 . 100 .096 .077 .109 156 092 
I- 1-36 I- 4-37 | 0.320 | 0.316 | 0.224 | 0.140 | 0.360f] 0.011 | 0.310 | 0.138 | 0.797 



































* Semiannual and annual reports of the Board of Auditors. The data for the period beginning 
October 22, 1922, and ending December 31, 1923, are omitted because the terminal elevator account 
had not been separated. This table covers the mill results only. 

“Additions to Income” is mostly interest and discounts receivable and inspection charges. “De- 
duction from Income” covers interest on current liabilities, bad-debt expense, depreciation on plant, 
and interest on operating bonds. “Interest on Bonds”’ is the interest on construction bonds only. 


t Net loss. 

t Profit. 
operating gain unless there is an adequate gross profit; operating 
losses in the three indicated periods were due chiefly to the ex- 
tremely low gross profit. During the earlier years the charges for 
depreciation and interest shown in “Deductions from Income” 
and “Interest on Bonds” averaged about sixty cents per barrel; 
since 1933 these charges have dropped to about thirty cents, due 
mainly to the lower interest expense as bonds were redeemed by 
the state and to the lower depreciation charge as instructed by 
the legislature and as applied to a lower valuation base. The 
unusually low per barrel expense for interest on construction bonds 
in the period ending January 4, 1937, is explained by the largest 
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per barrel output since 1924 (at the lowest gross profit of any 
period, however, of $0.320). One may conclude that Table 3 indi- 
cates the mill can earn its present low depreciation rate and inter- 
est on all bonds only if (a) it operates at a reasonably high 
capacity, (b) the conversion costs are kept low, and (c) the pricing 
factor on the flour sales and the wheat purchases are adjusted to 
obtain an adequate gross profit. These three factors will be 
treated in detail later in the article. 

As a basis for interpretation of the financial difficulties of the 
North Dakota State Mill, Tables 4 and 5 give the comparative 
operating statement and financial statement for the State Mill 
and for the average of all the mills reporting to the Millers’ Na- 
tional Federation. 

Comparing the income-statement items in Table 4, one notes 
that the State Mill had an advantage in lower administration 
costs, lower total selling costs, and lower total all costs. Power 
charges and supplies and repairs were about even for both, where- 
as fixed charges and mill and elevator labor items alternated in 
favor during the five periods studied. Several startling figures, 
however, must be indicated: (a) except in one period (No. 4) the 
gross return (called gross profit in mill audits) for the State Mill 
was from $0.326 to $0.361 per barrel lower than for the private- 
mill average; (b) in every period the net sales receipts per barrel 
were lower for the State Mill than for the private-mill average and 
in two periods were $1.35 and $1.31 lower; (c) in every period 
except one the State Mill had an operating loss before considering 
other income or interest on both bonds as compared to none for 
the private mills; and (d) the final factor causing a large loss be- 
fore taxes for the State Mill was the accrued interest on bonds 
ranging from $0.524 to $0.192 per barrel. In contrast to this big 
interest charge for the State Mill, there is a net interest charge for 
the private mills of only about one cent per barrel. 

The important facts revealed in the comparative financial 
statement in Table 5 are the differences in the total fixed assets 
and the capital and surplus: for the former item the State Mill 
has a value of $697.06 as compared with the private-mill average 
of $230.51 for each barrel of daily capacity; for the latter item 





TABLE 4* 


OPERATING RESULTS PER BARREL OF SALES: AVERAGE PRIVATE MILL AND NORTH DAKOTA STATE MILL 
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the State Mill shows all its capital raised by liabilities whereas the 
private mill has raised $541.65 of each $667.86 of total assets by 
capital stock or surplus. Supplementary data, given in the 
Federation reports, stated that private mills earned on their net 


TABLE 5* 


COMPARATIVE FINANCIAL STATEMENT, PRIVATE 
MILLS AND STATE MILL 


(Figures reduced to common base of one barrel daily capacity) 


























AVERAGE FoR Five YEARS 
1932-30 
FINANCIAL STATEMENT ITEMS 

Private Mills State Mill 
re =f $ 83.42 | $ 173.44 
Net receivables....... 110.94 85.36 

Marketable securities... . . 16.11 None 

Life insurance. .... 3-91 None 
a ere _ ickaras 171.63 196.93 
Total current assets....... wate $386.01 | $ 455.75 
Eee eee $ 19.43 | $ 33.60 
Building and machinery. . 377-77 753-46 
a. eS eae 166.69 180.00 
Net building value... 211.08 573-46 
Total fixed assets. . . 230.51 607 .06 
Miscellaneous assets... . . idealena wee 51.34 24.80 
0 ee $667.86 | $1,087.59 
Current liabilities... . = $108.50 | $ 83.14 
Other liabilities. . . 17.91 1,200.00 

CO” = aean 335.21 

Surplus....... 206.44 None 
oe None 195.55 
EMR ccc waeesacitcmewnsines 3-55 5.48 











* Data for private mills from: Millers’ National Federation, Financial Analysis 
of Flour Milling Companies (Chicago, Ill., 1932-36), crop-year reports. 

Data for State Mill figures from Board of Auditors’ reports for the years ending 
December 31, 1931, 1932, 1933, 1934, and 1935. 

t All the capital of the State Mill consists of $3,000,000 in construction bonds and 
$1,500,000 in milling bonds. This is capital in the sense that it furnished the funds; it 
is a liability in the sense that the interest due and unpaid by the mill earnings is con- 
sidered an accrued liability. 


worth, for the five periods for 1932-36, respectively, 6, 6.9, 4.8, 
6.1, and 2.2 per cent. Averaging these years, one finds that the 
private mills reporting during these five periods were able to earn 
only 5.2 per cent on a net worth which was represented partly in 
fixed assets of only one-third the size of the State Mill fixed 
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assets. Stated differently, the State Mill not only had total 
fixed assets nearly three times the amount of the private-mill 
average per barrel daily capacity but had all these assets repre- 
sented on the credit side of the ledger by fixed liabilities on which 
there were interest charges averaging 5} per cent on its “net 


TABLE 6* 


NORTH DAKOTA STATE MILL AND ELEVATOR 
PER CENT OF HOURS RUN TO TOTAL 
Hour CAPACITY 











Six-Month Period Ending A Unit B Unit C Unit All Units 
Dec. 31, 1923..... ....| No data No data No data 95.00 
June 30, 1924... oi 60. 30 65.85 73.19 66.43 
Dec. 31, 1924. ... ..|Rept. missing} Rept. missing] Rept. missing] Rept. missing 
June 30, 1925.......... 35.40 45.47 10.87 30.86 
Dec. 31, 1925... wi 82.70 93.88 1.17 52.60 
June 30, 1926... 55.24 40.62 None 31.05 
Dec. 31, 1926.... - 92.99 77.66 29.33 66.66 
June 30, 1927. 42.38 50.66 None 31.00 
eee 73.25 62.08 None 45.11 
June 30, 1928.... 40.54 52.24 None 32.93 
Dec. 31, 1928... “. 79.43 73-17 3.57 $2.05 
June 30, 1929. ... ‘ 45-53 50.32 None 32.28 
Dec. 31, 1929 86.15 68 .60 None 51.60 
June 30, 1930.... - 35-17 61.18 None 32.11 
Dec. 31, 1930. ... , 89.41 7.00 None 53-07 
June 30, 1931. . 62.00 36.00 None 32.60 
Ee ere 44.67 66.80 None 37-17 
June 30, 1932... 40.00 32.00 None 24.00 
Dec. 31, 1932... i 46.61 62.47 3-47 37-52 
July 8, 1933 68. 37 59.37 5.60 44.45 
Eee. St, S088.... : 85.30 78.38 20.35 61.30 
July 31, 1934 (7 mo.).... 67.61 78.40 3.10 49.41 
Dec. 31, 1934 (5 mo.) 94.33 63 . 86 6.73 54.97 
June 30, 1935..... 69.20 38.70 2.30 36.90 
Dec. 31, 1935... é; 97 .60 104.60 59.60 87.30 
June 30, 1936... ‘ 92.98 95.04 92.41 93.48 
Jan. 4, 1937 , wi 84.05 84.37 82.40 83.61 

















* Board of Auditors’ Semiannual and Annual Reports on the Mill and Elevator Association. 1923-36. 


worth” even if one overlooked the liability to redeem the bonds at 
maturity. So far the evidence seems to prove the handicap of the 
Siate Mill being built entirely with bonds during the high-cost 
period of 1920. Other explanations of its financial experience will 
be offered. 

A further factor in the high overhead cost of the State Mill and 
Elevator was the failure to operate all three of the units. Table 6 
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presents the number of hours run to total capacity by six-month 
periods. It is evident that the C unit was idle most of the time; 
that for the first ten years the mill operated about 30 per cent of 
capacity in the spring months and about 50 per cent of capacity 
during the fall months. Since the return to political power of the 
Non-partisan League in 1933, the spring production has been 
stepped up to average 56 per cent and the fall production to 
average 72 per cent. In the first six months of 1936 the mill oper- 
ated at 93.48 per cent of capacity—the highest ratio since its first 
operation in 1923.74 

Low conversion costs per barrel are a function of both the plant 
capacity operated and the efficiency of the labor force. Fixed 
charges, such as depreciation on plant and interest on bonds, de- 
crease as the plant operates on a higher percentage of capacity; 
somewhat in this same category are the general expenses. On the 
other hand, the operating expenses and the selling expenses (on 
the commission basis) are adjustable to the capacity.*5 Future 
fixed charges of the State Mill will be less as a result of the lower 
asset valuation in 1935, the lower depreciation rate on the new 
lower asset value,”® and the decreased interest charge brought 
about by the redemption of the milling and the construction bonds 
by the state. These adjustments must be considered in comparing 
earlier, present, and future conversion costs. 

It will be recalled that the data in Tables 3 and 4 revealed the 
inadequate gross profit obtained by the State Mill. Such a condi- 
tion would occur if the price of wheat were too high, the price of 
flour too low, or the cost of shipping too great. Such data as are 

24 During the five periods covered by the Tables 4 and 5, the Millers’ National 
Federation reports the average mills operated 67, 66, 62, 58, and 56 per cent of 
capacity. If these percentages were common during the decade of the twenties, it 


would appear that the State Miil operated much under average capacity until 
about 1933. 


4s Salaries and wages at the North Dakota Mill do not seem unreasonable. During 
the twenties annual wages were: manager, $5,000; chief accountant, $3,000; traffic 
manager, $2,750; sales manager, $4,000; salesman, $2,250; grain inspectors, $3,000 
plant fireman, $2,000; office clerks, $1,500-$2,000; stenographers, $1,000-$1,500 
millers $1,500-$2,000; common laborers, $1,000-$1,500. Retrenchments during the 
thirties reduced these amounts from 10 to 20 per cent. 


6 Authorized by the legislature (Laws of North Dakota, 1933, c. 198). 
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available do not indicate that the price paid for wheat was in 
excess of that paid by the average mill. Table 4 shows that the 
“material cost’’ was lower for the State Mill than for the average 
private mill in three of the periods, higher in one, and the same 
in one. If the State Mill purchased a quality of wheat which 
would produce a better quantity or quality of flour, its material 
costs might conceivably be lower per barrel even though it paid 
more than the market price. The contention is usually made that 
the Mill increased the price of wheat to the North Dakota pro- 
ducer. Figures were not available to support that claim, although 
several buyers at the State Mill state that it is their experience 
that the strategic position of the Mill and Elevator at the junc- 
tion of the Northern Pacific and Great Northern lines leading to 
either Duluth or Minneapolis serves to buoy the market at times 
by as much as five cents and commonly by at least two cents per 
bushel. In another connection, however, the Mill may have had 
a distinct part in raising the price of wheat for the producer of 
high protein wheat when such began to carry a premium. In 
January, 1923, a Mr. Fred Loomis was hired to establish a labora- 
tory at the Mill. He immediately began the practice of testing 
wheat on its protein content, and the Mill established the practice 
of buying its wheat by station, and later by car, entirely on the 
protein basis by paying a premium of as much as thirty cents over 
the stated Minneapolis price less freight. That the Mill could 
have had an appreciable influence on the price of wheat in gen- 
eral appears questionable in the light of the data in Table 7. 
The amount of wheat purchased within the state by the State 
Mill thus varies from 33 to 88 per cent of its total purchases. 
About as many bushels were bought within the state in 1935 and 
1936 as in other years, but the greater total purchases reduced 
the percentage within the state in these years. The wheat used 
by the State Mill purchased from within the state, excepting the 
drought years of 1934 and 1936, varied from 0.84 to 3.27 per cent 
of the state production.*”? Unless one can believe that a control 


27 The percentages for 1934 and 1936 are high because of the drought which re- 
duced materially the wheat yield in the state. Had the Mill operated to 100 per cent 
of capacity, then from 3.9 to 9.4 per cent of the total North Dakota wheat crop 
might have been absorbed by the Mill. 
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over from 1 to 3 per cent of the demand would be sufficient to set 
the price of wheat, one must admit that the market set the price 
at which the North Dakota State Mill bought its wheat.”* 

A partial answer to the question why the State Mill had to sell 
its flour at a price lower than market price is given in Table 8, 
classifying the sales of flour by territory. The sales in North 


TABLE 7 


WHEAT GROWN IN NORTH DAKOTA AND PURCHASED 
BY NORTH DAKOTA STATE MILL 











; Bought Per Cent of 
State Purchased by Bought = Outside North 
‘ A ’ North - Dakota 
Year Production State Mill North 
Dakota Purchases 
(Bushels)* (Bushels) ft Dakota 
(Per Cent) (Per Cent) to State 
_ Production 
ae 77733 ,000 2,604,466 66.64 37.36 2.47 
1927........] 133,537,000 2,312,056 58.86 41.14 1.03 
1928........] 155,582,000 2,436,437 53-91 46.09 0.84 
1920... ..| 99,950,000 2,693,992 80.04 19.95 2.17 
1930 ...]| 108,471,000 2,202,659 87.16 11.84 1.79 
1931........| 40,216,000 1,417,080 78.52 21.48 2.76 
1932... ..| 110,396,000 2,067,616 85.56 14.44 1.61 
1933... 72,115,000 2,682,260 87.91 12.09 3.27 
1934... ..| 21,196,000 2,589,021 88.12 11.87 10.08 
1935... ..| §3,772,000f 3,329,806 5°.74 49.26 3-13 
1936........] 19,235,000f 4,236,420 33-35 66.65 7-27 




















* “Wheat Production,” Supplement Federal Reserve Bulletin, V1 (oth dist., January 29, 1935), 200. 
tena ee oe 

t North Dakota Planning Board—office data. 
Dakota varied between 106,697 and 209,186 barrels and com- 
posed from 13 to 44 per cent of the total sales. On the other 
hand, eastern sales, principally to Chicago, New York, and Bos- 
ton, ranged from 36 to 78 per cent of the total and averaged 57 
per cent of the total. By representative samples of sales taken 
at various times the reports of the Board of Auditors indicate that 
it was the general practice to sell in eastern territory at a loss, and 
to recuperate partly with a higher price for the flour sold in 
North Dakota; at times this differential reached a dollar. One 
can see the dilemma facing the Mill: either to operate at a still 
lower capacity and sell at an operating profit only in or near 


28 Statistics on prices paid by the Mill for wheat were not available. 
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North Dakota or to operate at a higher capacity and sell the 
excess at an operating loss to the East.*? Had the low capacity 
been chosen, only one unit of the Mill could have operated and 
the fixed charges would have been so much greater per barrel as 
to have consumed all the operating gain. 

That the attempt of the State Mill to build up an eastern trade 
at a profitable price would meet with serious difficulties is in- 














TABLE 8* 
PER CENT OF FLOUR SALES BY BARRELS IN SPECIFIED 
TERRITORIES 
Per Cent or Tota SALEs To 
SALES IN 
Tora . 
: NorTH 
Dawe Satms DakoTA South East 

(BaRRELS) . : North | Minne- = Wiscon- | *°"*°™ 

(BaRRELs) Dakota - Terri- 

Dakota sota sin 

and Iowa tory 

ics éa'ce0nes 672,985 203,853 | 30.29 | 10.77 2.27 4-55 | 52.12 
1927.... --| 354,081 | 154,620 | 43.66 | 14.54 | 1.49] 4.37 | 35-94 
1928..... ..| 569,984 192,871 | 33.84 | 11.56 1.65 1.71 | 51.24 
1929.. ..+-] 405,863 140,183 | 28.27 | 13.10 1.77 ©.46 | 56.40 
1930... wok =Seee 161,876 | 30.86 | 12.69 1.23 0.34 | 54.88 
Sere ee 114,316 | 30.57 | 13.94 0.58 ©.13 | 54.78 
1932..........] 418,648 | 106,697 | 25.49 | 12.72 | 0.31 Tt 61.48 
se giracaaae 628,897 141,269 | 22.46 | 8.14] 0.17 tT 69.13 
1934..-.---.--| 545,905 | 156,441 | 28.70 | 12.97 | 0.32 t 58.01 
| ee 048,674 130,122 | 13.72 8.08 0.63 T 77-57 
ae ..| 807,374 209,186 | 25.91 | 20.14 2.97 T 50.98 


























* Calculated from actual barrel data in Board of Auditors’ reports, 1926-36. No data given for 
the years 1923-25. 
t Included in South Dakota 


dicated in the experience of the Minneapolis mills reported to the 
Interstate Commerce Commission: 


The Minneapolis interests claim . . . . that they have not only lost busi- 
ness in the eastern territory, but have been compelled to sell their products 
in this territory at a loss ....and that they have met the transportation 
differential in favor of their eastern competitors from their own coffers 
. ... and that unless relief is afforded, they must abandon the eastern terri- 
tory, with the exception of the family trade which has been built up through 
advertising.*° 

9 Rather high broker’s commissions to W. P. Ronan of Chicago unduly increased 
the costs of flour delivery. 

3° Proportionate Grain Rates from Minnesota and Wisconsin, 68 1.C.C. 670 
(May 18, 1922). 
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Certainly if the Minneapolis interests, with total milling 
capacity of about 100,000 barrels per day and with established 
reputations, were finding it difficult to dispose of their flour in the 
east at a profitable price, it was, and is, almost too much to 
expect an untried mill, operating under the additional handicap 
of state ownership and an unknown trade name, to sell in the east 
at a profit. 

In contrast with this condition, the contention has been made 
that the State Mill has reduced the price of flour to citizens of 
North Dakota. Statistical proof of this belief is lacking in any 
official publication and data to support the conclusion were not 
available to the writer. It is true that there is spasmodic evidence 
that at certain times for political effect (especially between 1933 
and 1935) reductions within North Dakota were made in the 
contract price of flour; it is also true that the State Mill can con- 
vert wheat into flour at a cost less than the average mill (see 
Table 4), and that were the wheat to be bought at Minneapolis 
market price less freight and sold as flour at Minneapolis price 
less freight, the possible conversion economy averaging about ten 
cents a barrel plus the absence of the double freight cost to and 
from Minneapolis would result in a noticeable economy to the 
buyer of flour within the state. The question as to whether the 
State Mill made flour cheaper to North Dakota consumers might 
be answered easily by an inspection of the books of private milling 
companies with mills located in or near the state. These books, 
however, are inaccessible. It must be kept in mind, also, that the 
flour sold within the state is not the same kind of flour sold in 
the East; the former is chiefly a high grade called ‘Dakota Maid,” 
made from high protein wheat; the iatter sales are a lower grade, 
or often a nameless flour, made in some instances from the cheaper 
wheat bought without the state particularly to supply this eastern 
trade. 

A third factor which produces a low gross profit, other than the 
price of flour or wheat, is the transportation cost of delivering the 
flour. A comparative study of the cost of this service to the State 
Mill and to the private mills was impossible because the private 
mills did not include the necessary data in their confidential re- 
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ports to the Millers’ Federation. A study of the freight rates and 
the reports of the Interstate Commerce Commission seems to indi- 
cate that the North Dakota State Mill was discriminated against 
both in freight rates and in a transit charge as compared to pri- 
vate mills in neighboring states. 

The seeming discrimination in freight rates against the State 
Mill, or any mill operating in the state, is due to the policy of 
assessing higher intrastate rates than interstate rates for an equal 
distance, and the application of blanket rates to origin points in 
North Dakota for all shipments to grain terminals with the same 
rate to either Duluth or Minneapolis and a proportionate rate 
from these cities to Chicago. The intrastate distances selected for 
examination in North Dakota had rates which in the main were 
20-25 per cent higher than the interstate rate for an equal dis- 
tance. This rate structure plus the location of the State Mill in 
the eastern boundary of the state hindered an economical dis- 
tribution of the Mill’s products to the scattered corners of the 
state. In connection with eastern shipments, however, the rail- 
lake-rail route was about five cents per hundred pounds cheaper 
than the all-rail route through Minneapolis; this condition helped 
the State Mill during the seven months when Lake Superior was 
open to navigation, providing the Mill had flour to ship during 
this period. 

The absence of free transit at the Grand Forks Terminal ap- 
pears to have worked a noticeable hardship and has caused the 
most numerous complaints to the Interstate Commerce Commis- 
sion. The transit privilege permits the stopping of grain at an 
intermediate point between point of original shipment and final 
destination, and the reshipment from this intermediate point at 
the through freight rate lower than the combination of local rates 
which the shipper would otherwise pay. The privilege is of great 
importance to many shippers and its commercial necessity has 
long been recognized. 

A few extracts from the reports of the Interstate Commerce 
Commission will indicate the nature of the transit controversy: 

The grain and milling industry is highly competitive. A difference of a 
few cents per hundred pounds, or even less, between competitors is frequently 
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more than can be absorbed by the competitors suffering the disadvantage 
A separate transit charge of 1.5 to 2.5 cents places the interior millers at a 
disadvantage in their competition with millers at Minneapolis, Duluth, 
and points farther east who are free from such a charge. This disadvantage is 
traceable directly to the different policies of the lines serving the western 
trunk territory in respect to transit. There appears no sound reason in law 
or economics for the difference in policy. It places the interior miller at a 
disadvantage which he should not be compelled to bear. These varying 
policies can be harmonized, if not at the voluntary instance of the carriers 
themselves, only in a proceeding of broader scope than the present, in which 
can be determined what will be the reasonable and just practice to be 
followed by carriers in western trunk line territory. The carriers in that 
territory should seek an amicable solution of the policy to be followed by 
them generally, as well as upon uniform regulations and charges, if any, 
governing transit services. 


The reason for the foregoing favoritism to Minneapolis and 
southern Minnesota in granting a free transit while imposing a 
charge on the interior mill in the Northwest is explained as fol- 
lows: 

This free transit is said to have been accorded by the Great Northern to 
meet cross-country competition and to equalize the grain producers and 
millers in that territory with their competitors on other lines . . . . such as 
the Chicago Great Western, the Milwaukee, and the Chicago, Rock Island 
and Pacific which afford free milling transit at directly intermediate points. 
.... The Minneapolis miller pays no transit because he is located at the 
breaking point, and the miller south or east of Minneapolis is free from 
transit because of the policy of the connecting lines in according free transit 
under the proportionate rates from Minneapolis and Duluth.3? 


Earlier petitions to remove the transit charge at the Grand 
Forks Terminal were refused by the Interstate Commerce Com- 
mission. The reason for this position is revealed in their order 
establishing a joint terminal in Grand Forks, North Dakota, and 
East Grand Forks, Minnesota: 

Transit is a thing of value to the shippers, involving additional service 
by the carrier for which a reasonable charge may be made. Stock and Sons v. 
L. S. and M. S. Ry. Co., 31 I.C.C. 150. It is a service that generally may 
be granted or withheld by the carrier in its discretion so long as no unlawful 
discrimination results therefrom. Empire Coke Co. v. B. and S. R. R. Co., 

3* Minnesota-Dakota Millers v. Ann Arbor Railroad Company et al., 118 1.C.C. 
585, 596 (November 29, 1926). 

3 Jbid., pp. 587, 590. 





NORTH DAKOTA STATE MILL AND ELEVATOR 45 


31 I.C.C. 573. However, we have power under section 1 of the act to require 
the establishment of transit. Central R.R. Co. v. United States, 257 U.S. 
247, 257. In the absence of unjust discriminations we have generally sus- 
tained transit charges of 1.5 and 2.5 cents on grain. We have recently ap- 
proved transit charges of 2.5 cents on Montana grain transited at interior 
mills on the Northern Pacific and other lines west of Minneapolis when des- 
tined to the Pacific Coast and to Chicago and other points taking the same 
route. Transit Rules on Grain, 98 I.C.C. 697 Cost studies submitted 
in the latter case [footnote 31] indicated that the average cost of the service 
at the interior mills was at least 2.5 cents.33 


Subsequently, however, to the foregoing decision the Commis- 
sion in 1930 requested the removal of the interstate transit charge 
by the Northwest lines. It then stated: 

The foregoing discussion has been of transit without separate charge, which 
prevails through the western district, except that on the lines of the North- 
ern Pacific, Great Northern, Milwaukee west of Mobridge, South Dakota, 
and Oregon-Washington Railroad and Navigation Company west of Hunt- 
ington, Oregon, to Minneapolis and Duluth eastbound, and to North Pacific 
coast terminals westbound, a separate charge of from 1.5 to 2.5 cents is 
made. The charge is apparently made because of a minimum of cross- 
country competition of North and South lines and a desire to encourage 
the movement of wheat rather than flour. 

We find that the making of a separate charge for transit on the Northern 
lines named, or parts of these lines, and the granting of transit without 
charge on other lines in the western district, or on other parts of the Northern 
lines, subjects the shippers subject to the separate charges to undue prejudice 
and disadvantage and gives the shippers against whom no separate charge is 
made an undue preference and advantage from which the Northern lines 
should cease and desist by making no separate charge for transit.34 


In a later investigation of transit charges the Interstate Com- 
merce Commission reaffirmed its stand by stating that “the find- 
ing in the original report is adhered to.’’*5 Under this double ad- 
monition the transit charge on interstate shipments of grain at 
the Grand Forks Terminal appears to have been removed in 
July, 1936. 

During this same period, from 1926 to 1937, there also was an 
intrastate charge of 1 cent per hundred pounds for the service of 

33 North Dakota Mill and Elevator Association v. Northern Pacific Railway 
Company, 139 I.C.C. 453, 457 (February, 1928). 

34 Grain and Grain Products, 164 1.C.C. 619, 654-55 (July 1, 1930). 

38 [bid., 205 1.C.C. 301, 348 (October 22, 1934). 
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cleaning, mixing, storing, or stopping in transit of all grain at the 
Grand Forks Terminal.** According to a recent reversal, however, 
this transit charge will be removed after July 20, 1937.37 

It would seem that the removal of both the interstate and the 
intrastate transit charge would eliminate for the North Dakota 
Mill and Elevator one factor of discrimination in traffic costs 
which will tend to save three or four cents a barrel; the readjust- 
ment of the intrastate rates to permit cheap transportation to 
North Dakota buyers will, of course, not eliminate the competi- 
tion of a private milling company which has seven mills strate- 
gically located to supply the local trade. 

This is not to imply that the Grand Forks Terminal does not 
have sufficient advantages, other than the distribution of flour, 
to warrant its existence; such a favorable viewpoint is clearly 
indicated in the declaration by the Interstate Commerce Com- 
mission : 

The Terminal offers to producers, shippers and purchasers of grain in the 
surrounding territory an opportunity to have their grain stopped at a near- 
by point for cleaning, drying, Federal Inspection, protein test, blending, 
storage, and for market. There is a federal inspector at the terminal who 
samples, tests, and classifies grain. There are also protein testing laboratories 
at the mill. After inspection and test for protein contents the grain may 
then be offered for sale on the floor of the grain terminal the same day. The 
market is thus made available to the producer or shipper at a near-by point, 
where he can get better prices and quicker results. Seldom does he have to 
wait more than two or three days for the return. Returns from Minneapolis 
and Duluth at times are not made for two or three weeks. Grain sold at the 
Terminal may then be forwarded to the eastern markets, such as Duluth 
or Minneapolis, as the shipper or the producer may desire, or as the market 
conditions warrant. In enabling the shipper to use the facilities of the 
Terminal he is given the choice of various markets for his grain, or holding 
for a better price. 

The Terminal is situated in the heart of the Red River Valley, which pro- 
duces a dark spring variety of wheat of high premium quality and value 
which is much in demand for the manufacture of flour. Its protein content 


3 North Dakota Board of Grain Commissioners, Report Ending June 30, 1928, 
Case 2375, pp. 218, 233. Upheld in North Dakota reports, 56 N.D. 822 (May 21, 
1928). 

37 Grand Forks Herald (Grand Forks, N.D., July 20, 1937), citing Case 3381. 
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over a four year period was slightly in excess of 12 per cent according to a 
report of the North Dakota Agricultural College. To ascertain the quality 
and value of the wheat it is an advantage to the producers to have the neces- 
sary service at a near-by point. Without storage facilities the greater pro- 
portion of the yield must be moved in a short period. This creates congestion, 
a surplus at the market and naturally low prices.%* 


IV. FISCAL ASPECTS OF THE MILL AND ELEVATOR 


Under the constitutional amendment in 1918 which authorized 
the bonds for the industrial program, the state government had to 
guarantee interest and principal of all bonds issued: 

Every law authorizing a bond issue shall provide for levying an annual 
tax, or make other provisions, sufficient to pay the interest semi-annually, 
and the principal within thirty years from the passage of such law, and shall 
specially appropriate the proceeds of such tax, or of such other provisions 
to the payment of said principal and interest, and such appropriation shall 
not be repealed nor the tax or other provisions discontinued until such debt, 
both principal and interest, shall have been paid 

The “other such provisions” in this amendment indicate the 
intent that the Mill earn sufficient profits to pay the interest and 
the principal; each of the bond acts contained an identically 
worded passage that: 

From time to time the Industrial Commission shall, out of the earnings 
derived from the operation of the Association, pay to the State Treasurer 
such moneys as the Commission shall deem available to devote to the purpose 
of paying said bonds and interest 

In order to protect the bondholder in case the Industrial Com- 
mission did not “deem available” such earnings, each of the bond 
acts provided further that upon the information furnished by the 
Commission the State Board of Equalization shall 
.... annually levy a tax, at the time other taxes are levied, sufficient to pay 
such interest on said bonds as will become due during the year beginning 
on the next ensuing first day of January, and said tax shall be collected in 
the same manner as other taxes are collected.“ 

38 North Dakota Mill and Elevator Association v. Northern Pacific Railway Com- 
pany, 139 I.C.C. 451, 460 (February, 1928). 

39 Constitution of North Dakota (1918), art. 31, sec. 182. 

4 Laws of North Dakota, 1919, c. 153, sec. 9; ibid., 1923, C. 291, SC. 5. 

# Ibid., 1919, c. 153, sec. 10; ibid., 1923, C. 291, sec. 6. 
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When, moreover, a portion of the bonds should mature within 
a five-year period after such annual meeting of the Board, then 
the Board of Equalization was instructed by law to 
.... levy a tax in an amount equal to one-fifth of the amount of the princi- 
pal of such bonds; provided, however, that in determining the amount of 
such tax, the Board of Equalization shall take into account whatever moneys, 
if any, shall have been paid to the State Treasurer, by the Industrial Com- 
mission for the specific purpose of paying the principal of the bonds 

In providing for both the interest and the principal, the Board 
of Equalization was instructed, of course, to consider the amount 
of moneys in the funds and to levy only enough tax to meet the 
need. 

As a final protective feature, each bond statute provided that 
if the proceeds from the taxes, the earnings derived from the 
operation of the State Mill, or the balances in the fund, collective- 
ly, were not sufficient to pay the interest and the principal, then 
the state treasurer 

. . Shall supply the deficiency out of any other available moneys of the 
state in his custody; but in that case he shall as soon as possible out of the 
Mill and Elevator Bond Payment Fund, return the amount of such de- 
ficiency to the source whence taken.43 

Table 9 supplies the data for the bonds of North Dakota, mill 
and elevator series, and the milling bonds of the state of North 
Dakota authorized under the statutes of 1919 and 1923, respec- 
tively. The former furnished the funds to construct the mill and 
elevator; the latter supplied a revolving working capital to pur- 
chase wheat.‘ 

From the foregoing account it is evident that the state treasurer 
was obligated to pay interest charges on the construction bonds 
amounting annually to $172,000 and on the milling bonds 
amounting annually to $86,250 at first but gradually decreasing, 
as the bonds matured, to $28,750 between 1933 and 1938. In 
addition, the state treasurer was required to redeem $1,000,000 

# Tbid., 1919, C. 153, sec. 11; ibid., 1923, C. 291, sec. 7. 

43 [bid., 1919, C. 153, Sec. 13; tbid., 1923, c. 291, sec. 8. 

44 The state treasurer established a Mill and Elevator Bond Payment Fund in the 
fiscal year ending June 30, 1922, and a Milling Bond Fund in the fiscal year ending 
June 30, 1924. 
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in principal of the milling bonds as they matured between 1928 
and 1933. To help meet these payments the Industrial Commis- 
sion irregularly paid into the Mill and Elevator Bond Payment 
Fund a total of $579,000 and into the Mill Bond Fund a total of 
$209,240.45 Unexplained receipts into the Bond Payment Fund 
amounted to $100,502. To meet the balance of the interest and 
principal payments the Board of Equalization levied as a state 
general property tax for the years 1922-35, inclusive, a total of 


TABLE 9* 
BONDS ISSUED FOR THE MILL AND ELEVATOR ASSOCIATION 








Rate Date of 


Type of Bonds Amount (Per Cent) Maturity 





1937 


§ 500,000 5} Jan. 
1942 


500,000 53 Jan. 
700,000 6 
700 , 000 Jan. 


6 1947 
600 , 000 53 Jan. 


Mill and elevator series (issued Jan. 1, 
| 1947 


I, 

I, 
Jan. 1, 1942 
I, 

I, 





$3,000,000 





(§ 250,000 53 July 1, 1928 
250,000 5 July 1, 1929 
250,000 53 July 1, 1932 
250,000 5 July 1, 1933 
500,000 ‘ July I, 1938 





$1, 500,000 














* Report of State Auditor (Bismarck, N.D., 1928), p. 4. 


$3,969,181. Balances averaging $200,000 and reaching as high 
as $569,281 were kept in both of these funds, but no interest was 
accredited as earned, because of the general practice, as it seems, 
of debiting all interest receipts to the general fund in the treasury. 
Thus, the chief source of revenue to pay the interest and the 
principal was the annual tax levy. 

Of interest in this connection is the question whether the state 

48 The $579,000 was paid as follows: $235,000 on September 6, 1932; $171,999.84 
on May 5, 1930; and $172,000.16 on July 31, 1931. The $209,240.58 was paid as 
follows: $109,240.58 on February 4, 1928, and $100,000 on September 6, 1932. 


4 Calculated from the biennial reports of the state tax commissioner, 1922-34, 
and the annual reports of the Board of Equalization, 1922-35. Levies for the con- 
struction bonds were omitted in 1930 and 1931. 
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industries were supposed to earn the interest on their bonds or to 
be treated as a social project such as a highway. It is difficult to 
determine the exact intent of the North Dakota legislature. Sure- 
ly, the early legislation intended and instructed the Industrial 
Commission so to price the products as to earn the depreciation, 
the interest, and the maturity charges.‘? In 1933, however, two 
statutes permitted conflicting policies. One legalized the reduc- 
tion of the depreciation charge and the removal of the interest 
charge against the State Mill; the other re-established the price- 
fixing provision that the interest be earned.** This contradiction 
is explained probably by the fact that the first law was a separate 
measure devoted to this idea only, whereas the last provision was 
a paragraph in the original law of 1919 which was entirely re- 
enacted in 1933 to govern the management of the Mill; the first 
seems to have been the intent of the legislature in 1933; the latter, 
the result of an accident in not considering carefully the detailed 
contents of the old law. A varying policy has been followed by 
the various accounting officers; the Mill auditor has sometimes 
included and sometimes excluded accrued interest on the bonds; 
the auditor of the Board of Auditors has consistently included the 
interest charges and has listed the bonds as a liability of the Mill, 
regardless of the statutory provision. 

The cost to the state government from the beginning of pro- 
duction until January 4, 1937, is listed in the report of the Board 
of Auditors as “accrued interest on construction bonds paid by 
taxation,” $1,890,152; “interest on operating bonds paid by taxa- 
tion,”’ $549,189; “bonds paid by taxation,” $1,168,552.4° These 
three items total $3,607,894; since the recorded total deficit at 
that date was $3,684,804.31, this indicates that up to then the 
Mill had failed to earn its depreciation charges by some $77,000. 
This audit also reports that $331,447 of the bonds had been re- 
deemed from the approximately $500,000 of processing taxes which 
were collected but not refunded to the United States government; 
the balance of these taxes seems to have been invested in a feed 

47 Laws of North Dakota, 1919, c. 153, sec. 6; ibid., 1923, c. 291, sec. 8. 


48 Removal authorized in Laws of North Dakota, 1933, c. 198, secs. 1-3; 1919 law 
re-enacted in ibid., c. 193, sec. 6. 


4° Board of Auditors, Report on Mill and Elevator (January 4, 1937), p. 14. 
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mill for by-products. Three million dollars of bonds remain to be 
redeemed in the future. 

At this point it is proper to inquire whether it was wise on the 
part of the founders of the Mill and Elevator to expect the plant 
to earn 5} per cent on its bonded capital and to redeem the bonds 
at maturity out of the earnings. There is a widespread belief that 
any business easily can earn the traditional “6 per cent.” As re- 
ported by the Millers’ National Federation for the five-year period 
covered by Tables 4 and 5 for 1932-36, 41 per cent of the report- 
ing mills were able to earn 6 per cent or more on their net worth; 
36.5 per cent of the mills earned between o and 6 per cent on their 
net worth; and 22.5 per cent of the mills earned nothing on their 
net worth. It is not the purpose of this paper to comment on the 
efficiency or inefficiency of private mill operation; also, it is im- 
possible, for lack of data, to compare mill operations in the twen- 
ties with those in the selected five-year period of the thirties. But, 
if it is fair to assume a reasonable similarity for private mill opera- 
tions during the fifteen-year period in which the State Mill oper- 
ated, then the conclusion is clear that the State Mill would have 
had to have been operated better than were 60 per cent of the pri- 
vate mills in America (who reported to the Millers’ Federation) in 
order to have earned its interest charges. It will be recalled from 
Table 5 that about 40 per cent of the net worth of private mills 
was surplus; this accumulation of earnings, of course, would have 
been possible even when they were earning less than 6 per cent 
if the stockholders did not receive any dividends. For the State 
Mill, however, its “stockholders” demanded 5? per cent “divi- 
dends” semiannually. No private mill would have attempted to 
establish itself under such a financial plan; under such a plan the 
company is in the red immediately as soon as it fails to earn the 
interest on its bonds. It may be proper governmental technique 
to establish industrial projects when the social conditions de- 
mand them; it is questionable wisdom to start such establish- 
ments under the handicap of a permanent deficit. A much better 
method would be the accumulation of a fund by taxes for a long- 
enough period to start the industrial institution with a partial 
“net worth.” 
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I. REGISTRATION REQUIREMENTS 


HE Federal Securities Act, signed on May 27, 1933, be- 

came effective on July 27, 1933. It was administered by a 

specially created division of the Federal Trade Commis- 
sion until September 1, 1934, when administration was trans- 
ferred to the Securities and Exchange Commission, created by the 
Securities Exchange Act of 1934 to administer both the Securities 
Act and the Securities Exchange Act. The Public Utility Act of 
1935 is also administered by the Commission. Only the first of 
these laws, the Securities Act of 1933, will be considered in this 
paper. 

The purpose of the Securities Act is “to provide full and fair 
disclosure of the character of securities sold in interstate and 
foreign commerce and through the mails, and to prevent fraud in 
the sale thereof.’’ Public offering of a new issue must be preceded 
by registration with the Securities and Exchange Commission for 
the purpose of determining whether the registrant has disclosed 
the information necessary for intelligent judgment of its value by 
the investing public. Issuers who are unable to meet the require- 
ments are prohibited from offering new issues to the public. In- 
vestors are accorded a right of action against issuers in case of 
misrepresentation, and persons found guilty of wilful violation of 
the Act are subject to criminal penalties provided by the law. 


A. REGISTRATION PROCEDURE 

The Securities Act requires that a registration statement be 
filed in triplicate to cover public offers of new issues of securities, 
and that at least one copy of the statement be signed by the 
issuer, by its principal executive, financial, and accounting of- 
ficers, and by a majority of the board of directors.' The registra- 

* Securities Act of 1933, sec. 6a. 
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tion fee is one one-hundreth of 1 per cent of the maximum aggre- 
gate offering price, but not less than $25.00.” 

The information to be filed is set forth in detail in Schedule A 
for issues of domestic companies.’ The registrant must disclose 
the following relevant facts: information concerning the char- 
acter, scope, and organization of the business; a description of the 
financial structure ; descriptions of the more important underlying 
commitments, including management and service contracts, prof- 
it-sharing arrangements, patents, and other material contracts; 
the identity of promoters, directors, principal officers, dominant 
stockholders, underwriters, and counsel passing on the issue, and 
their interests in the company; and the remuneration paid to 
directors and officers in excess of $25,000. Other information con- 
cerns the proposed new issue and includes the following material 
facts: the proposed offering price, estimated proceeds, and the pur- 
poses for which the new money is to be used; options already out- 
standing and to be created in connection with the new issue, and 
the names of persons who will receive more than 10 per cent of 
these options; the commissions of the underwriters, compensation 
of promoters, and other expenses to be incurred in selling the 
security; the particulars of any property to be acquired with the 
proceeds of the issue, and the interest of officers, directors, and 
dominant stockholders in the property. Finally, the issuer must 
file financial statements, including a balance sheet and profit and 
loss statements, in such detail and form as is prescribed by the 
Commission. 

Registration statements are sent to the Registration Division 
for examination. Usually, an examining group is composed of an 
accountant, an attorney, and several examiners, headed by an 
analyst; and if the statement contains subject matter of a tech- 
nical nature, the group is enlarged by adding other experts pos- 
sessing the necessary training and experience to examine the 
particular data and information. If the examination has not dis- 
closed any deficiencies in the statement, the new securities may 
be offered to the public twenty days after the filing date. This is 
the “waiting” or “‘cooling” period. If the statement contains false 

2 Ibid., sec. 6b. 3 Ibid., sec. 7. 
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or misleading statements of material facts, the Commission has 
authority to issue an order refusing to permit the statement to 
become effective, or an order suspending the effectiveness of a 
statement.‘ In deciding whether a stop-order should be issued, 
the Commission has authority to examine books and papers of 
the registrant, and witnesses, and may demand certified copies of 
the income statement and balance sheet of the issuer.‘ 

The Commission, to deal with persons filing statements found 
unsatisfactory but which appeared to have been honestly pre- 
pared, adopted the administrative device of the deficiency letter, 
in the belief that the registrant who desired to disclose all the 
material facts necessary to make the statement complete would 
amend it along the lines suggested by the Commission. Both the 
refusal-order and the deficiency letter are used to notify the regis- 
trant that a statement cannot become effective unless certain 
deficiencies are removed. The former is used when there is reason 
to believe that the registrant has wilfully violated the law; the 
latter, when there is reason to believe that he has honestly tried 
to comply with the registration requirements. 

Since the Act does not say anything concerning the right of the 
registrant to withdraw a statement, before or after the effective 
date, the Commission adopted a rule to the effect that it would 
consent to the withdrawal of a statement when it was not detri- 
mental to the public interest or to the protection of investors. 

To aliow a registrant an unqualified privilege of withdrawal, with the 
consequent ability to terminate any stop-order hearing, would seriously em- 
barrass the work of the Commission. Such a broad privilege would permit 
the registrant to avoid, in large part, the registration requirements of the 
Act by filing a registration statement with such limited information as he 
chose to give, withdrawing it when its deficiencies were detected, and re- 
peating the process ad infinitum in the hope that by perseverance he might 
escape the vigilance of the examiner.’ 


4 Ibid., sec. 8b, d. A refusal-order is issued after notifying the registrant of defi- 
ciencies within ten days after the filing date, and after opportunity for a hearing 
within ten days after notice. A stop-order may be issued after notice to the regis- 
trant and after opportunity for a hearing within fifteen days after notice. 


5 Ibid., sec. 8d. 
6 The reason for the rule as set forth by the Commission in J. Edward Jones v. 
Securities and Exchange Commission, 298 U.S. 1 (1936). 
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Subsequently the rule was contested by a registrant, J. Edward 
Jones, who had been refused the right to withdraw a registration 
statement before the effective date. The Supreme Court ruled 
that the Commission had exceeded its delegated powers in deny- 
ing the registrant the right to withdraw his statement during the 
waiting period.’ 

The Jones case established the right of the registrant to with- 
draw a statement prior to the effective date. But the Commission 
has ruled that a registrant must secure its consent to withdraw an 
effective statement and that such permission will be given only 
when it is consistent with the public interest and the protection of 
investors. In refusing the Boston Montana Mines Corporation 
the right to withdraw its statement, which had been effective 
more than two years, the Commission held that “the right to 
withdraw, as established in the Jones case, ceases upon effective- 
ness of his registration statement, at least when, as in this case, 
the effectiveness of the registration statement is coupled with 
sales of securities thereunder.”’ 

Should the rule of the Commission again be contested, it ap- 


pears that the Court would have to rule that an effective state- 
ment cannot be withdrawn without the Commission’s approval, 
especially if part of the registered issue has been sold. The reason- 


7 Ibid. Plaintiff had filed a statement on May 4, 1935, covering a proposed issue 
of participation trust certificates. Before the waiting period had elasped, the Com- 
mission ordered the plaintiff to appear and show cause why a stop-order should not 
be issued. Jones notified the Commission on June 18, the day set for the hearing, 
that he wished to withdraw the statement. Permission to withdraw was refused 
in conformity with the Commission’s rule that “any registration statement .. . . 
may be withdrawn upon the request of the registrant if the Commission consents 
thereto Such consent shall be given . . . . with due regard to the public inter- 
est and the protection of investors.”” Both the district court and the circuit court of 
appeals ordered Jones to testify. The Supreme Court, however, ruled that the Com- 
mission had exceeded its authority and that consequently Jones could withdraw 
his statement at any time before its effective date and could not be compelled to 
appear before the Commission to testify. It found no possibility of any prejudice 
to the public or investors beyond the assumption “that an unlimited privilege of 
withdrawal would have the effect of allowing registrants whose statements are de- 
fective to withdraw before a stop-order was issued and then to submit another state- 
ment with slight changes The conclusion seems to be inevitable that an 
abandonment of the application was of no concern to anyone except the regis- 
trant.” 
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ing in the Jones case supports this view. But the Court might 
uphold the right of withdrawal if no sales have occurred, on the 
ground that withdrawal at that stage is of no concern to anyone 
except the registrant. But, if the powers of the Commission are 
not further limited by judicial interpretation, the Commission will 
be in a position to exercise the power it originally believed it had 
over withdrawals simply by delaying to issue a stop-order until 
after the effective date, whenever it suspects that there is a 
deliberate attempt to evade the law. By so doing, it can compel 
the parties interested in the issue to testify; and by giving wide 
publicity to its findings, can minimize the incentive to perpetrate 
fraud. 


B. EXEMPTIONS 


Various types of securities, enumerated in section 3 of the Act, 
are exempt from the registration requirements because of their 
generic character. The original act exempted the following types: 
(a) securities disposed of, or offered to, the public prior to sixty 
days after the enactment of the law; (6) all government securities 
and those issued by government corporations, by national and 
state banks, and by other instrumentalities created and controlled 
or supervised by a governmental unit; (c) commercial paper hav- 
ing a maturity of not more than nine months; (d) securities of 
nonprofit-making corporations; (e) issues of building and loan 
associations, and similar institutions, whose business is confined 
to making loans to members, if the registration fee does not ex- 
ceed 3 per cent of the face value of the security; (f) security issues 
of common carriers subject to the jurisdiction of the Interstate 
Commerce Commission ; (g) the certificates issued by a receiver or 
trustee in bankruptcy, with approval of the court; and (4) insur- 
ance policies and contracts now regulated by a state or federal 


agency. 

The exemption privilege was extended by the 1934 amendments 
to several other types of issues. They are: (i) securities ex- 
changed by the issuer with its existing security-holders exclusive- 
ly, where no commission is charged for soliciting the exchange; 
(J) securities issued in exchange for bona fide outstanding securi- 
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ties if the conditions of the issuance and exchange are approved 
by a court or governmental authority; and (k) securities sold 
exclusively within a certain state, by an issuer who is a resident 
of, or is incorporated in and doing business within, that state. 

Certain securities, not specifically mentioned in the law, have 
been added to the list of exemptions by the Commission through 
the exercise of its powers under section 3b. The law provides that 
issues not exceeding $100,000 may be granted exemption when 
the Commission finds that registration is not necessary in the 
public interest and for the protection of investors, by reason of 
the small amount involved or the limited character of the public 
offering. 

Regulation A of the General Rules and Regulations contains 
the rules that apply to securities other than oil and gas interests 
issued in amounts not exceeding $100,000. A blanket exemption 
covers practically all issues not exceeding $30,000. An issue is 
exempt only when the total of the new offering and of other 
exempt securities offered by the issuer during the preceding year 
does not exceed this amount. The aggregate offering price in this 
and other instances is found by multiplying the number of units 
offered by the price per unit of the first bona fide sale. For most 
exempt issues a prospectus is not required to be filed or offered to 
the buyer. 

The Commission requires that a brief prospectus be used in 
connection with the sale of exempt issues of certificates of deposit, 
securities exchanged for outstanding securities or claims, and 
voting trust certificates.» However, it is not necessary for the 
issuer to file a copy of the prospectus. The rules require that a 
prospectus be filed for issues, not exceeding $100,000, of stock in 
a corporation, or similar interests in a trust or unincorporated 
association, and for first-mortage real estate notes or bonds of 
denominations less than $500." A prospectus need not be issued 

§ The exceptions are certificates of deposit exchanged for bonds issued by the 
H.O.L.C., securities exchanged for outstanding securities or claims, voting trust 
certificates, or overriding royalty interests, oil and/or gas payments, or fractional 
undivided interests in oil, gas, or other mineral rights. 

9S.E.C., General Rules and Regulations (Securities Act), 204, 205, 206. 

1° Tbid., 202, 203. 
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or filed in connection with the sale of the following exempt securi- 
ties: securities of substantial denominations sold for cash; frac- 
tional undivided interests in mineral rights other than oil and 
gas rights; securities issued in connection with the reorganization 
of banks, if the plan requires the approval of the Comptroller of 
the Currency; and single mortgages not exceeding $16,000 insured 
by the Federal Housing Administrator.” 

Regulation B of the General Rules and Regulations governs 
issues of gas and oil interests not exceeding $100,000. The Com- 
mission has devised a modified prospectus, known as the “offering 
sheet,” a copy of which is to be filed. A copy of the offering sheet 
is to be delivered to the buyer prior to the completion of a con- 
tract of sale. An offering sheet is effective for only one hundred 
and ten days from the date of the earliest information in it. The 
Commission reserves the right to issue a temporary suspension 
order within seven days after the filing of the offering sheet if it 
believes that statements therein are incomplete or inaccurate in 
any material respect, and may extend a temporary order or sus- 
pend the offering indefinitely.” 

Trading transactions are generally exempt from the registration 
and prospectus requirements of the Act, which is designed to ap- 
ply to the distribution of new securities. Consequently, transac- 
tions by any person other than an issuer, underwriter, or dealer 
are not affected by the registration requirement." 

Transactions by dealers and by underwriters acting as dealers 
are not exempt from the registration and prospectus requirements 
until one year after the first public offering of the new security, 
excluding from the computation the time during which a stop- 
order may be in effect."* Transactions by a dealer with respect to 
securities constituting part or all of his unsold allotment or sub- 
scription as a participant in the distribution of such securities are, 
however, not exempt."® The Act also exempts brokers’ transac- 


" [bid., 201, 207, 208, 209. 

"2 S.E.C., Release No. 833 (Securities Act), June 8, 1936. 
3 Securities Act of 1933, sec. 4 (1). 

14 [bid. s Ibid. 
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tions, executed upon customers’ orders on any exchange or in the 
open or counter market, but not the solicitation of such orders.”® 

New issues of securities need not be registered if they do not 
involve any public offering.*? The Commission has ruled on nu- 
merous occasions that an offering of securities to a relatively small 
number of persons—approximately twenty-five as a limit—is a 
private offering. Certain issuers, seeking to evade the law, have 
attempted to dispose of securities to insurance companies or other 
institutions which, at the time of purchase, state that they are 
acquiring them for investment and not with the intention of dis- 
tributing them. Although no hard-and-fast rule can be laid down 
to distinguish between private and public offerings, the Commis- 
sion has taken the position that “what constitutes a public offer- 
ing is essentially a question of fact, in which all surrounding cir- 
cumstances are of moment. In no sense is the question to be de- 
termined exclusively by the number of prospective offerees.’”* 
Factors to be considered, in the opinion of the Commission, are: 
(a) the number of offerees and their relationship to each other 
and to the issuer; (6) the number of units to be offered; (c) the 
size of the offering; and (d) the manner of the offering." 

A dealer must satisfy himself that the initial purchaser did not 


%6 Tbid., sec. 4 (2). "1 [bid., sec. 4 (1). 
8 S.E.C., Release No. 285 (Securities Act). 


19 Ibid. It follows from this ruling that preliminary negotiations or conversations 
with a substantial number of prospective buyers to determine which would be 
willing to accept an offer of a security would be a public offering. An offering to a 
particular group or class may be a public offering if it is open to a sufficient number of 
persons. Also, the relationship between the issuer and the offerees is a determining 
factor. It is less likely to be a public offering if made to persons, such as high execu- 
tives, who have special knowledge of the issuer. A small number of units of large 
denominations, issued to complete one or a few transactions, would be exempt from 
registration; but if they are in small denominations or are convertible into small 
denominations, the Commission presumably would rule that the issue should be 
registered because the issuer recognized the possibility of a distribution to the public 
generally. Another material consideration is whether the security is part of an issue 
already dealt in by the public. If so, then the new issue is likely to be distributed. 
Finally, the Commission will consider the manner of the offering. Transactions that 
are effected by direct negotiation by the issuer are much more likely to be nonpublic 
than are the transactions involving the use of the usual machinery of distribution. 
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buy the security with a view to distribution. If the initial pur- 
chaser bought with this intent, he is considered an underwriter; 
and sales of such securities by a dealer would not be exempt from 
the registration requirements until one year after purchase by 
the dealer. The Commission believes that the initial purchaser 
will find it difficult to dispose of unregistered securities if dealers 
refuse to buy those whose status under the law they believe to be 
in doubt. 


C. REGISTRATION FORMS 


An immediate problem confronting the Commission was “the 
perfecting of administrative methods which would reconcile the 
necessity for adequate publicity of facts necessary for intelligent 
judgement of the value of securities, with the need of freeing their 
issuance from unnecessary burdens.’”*”° This it has to a very con- 
siderable extent accomplished by adopting a number of registra- 
tion forms adapted to various types of issues and issuers. 

When the Act became effective, the only reporting form was 
Form A-1, used by all persons registering public offerings. As 
soon as other forms were developed, Form A-1 was retained for 
the registration of issues of a more speculative nature, as well as 
for the registration of issues for which no other form is provided. 
There are now special forms for the registration of issues of 
“seasoned” corporations; securities of unincorporated investment 
trusts of the fixed or restricted management type, having a 
sponsor or depositor but not a board of directors; certificates of 
deposit; securities issued in reorganizations; voting trust certifi- 
cates; producing and nonproducing oil and gas royalty interests; 
corporate bonds secured by mortgages insured by the Federal 
Housing Administrator; and eight schedules representing offering 
sheets relating to gas and oil interests required to be filed. 

Form A-2 was developed in order to simplify registration of 
securities by responsible corporations. In devising this form, the 
aim of the Commission was 


to eliminate from the old registration form requests for information not 
specifically required by the Act and which was not essential to adequate 


20 J. M. Landis, quoted in the New York Times, October 15, 1935. 
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protection of the investor, and to phrase questions and explain the nature of 
the information to be filed so clearly that all uncertainty would be removed 
from the minds of the officials of the issuing company.” 

Previously, the same requirements had applied to issues of both 
speculative enterprises and long-established companies. The 
Commission now distinguishes between the two, and Form A-2 is 
available to any corporation which files profit and loss statements 
for three years and which has either furnished its stockholders 
with financial statements over a ten-year period or has had a net 
income for any two years of the five fiscal years preceding the date 
of the latest balance sheet that is filed with the registration state- 
ment. There is this exception, however: the form may not be 
used by a corporation organized within ten years if the capital 
stock was issued to promoters in payment for property or serv- 
ices or if more than one-half of the proceeds have been used to 
purchase property from the promoters.” In such cases, if over- 
capitalization has occurred, it is much more likely to be disclosed 
by compelling the use of Form A-1. 

The form used by “going concerns” or “seasoned” corporations 
places less emphasis upon the early historical description of prop- 
erty and financial condition, and more emphasis upon the three 
years preceding the date of registration. Brief statements (not 
exceeding seven hundred and fifty words each) suffice to describe 
the general character of the business, the development of the 
business during the preceding five years, the description of the 
physical properties, and the material franchises and contracts.” 
Only major revaluations of assets “made for the purpose of enter- 
ing in the books current values, reproduction cost, or any values 
other than the original costs’ need be described.** The Commis- 
sion further simplified the filing of information on litigation by 
classifying much of it as routine litigation that need not be de- 
scribed,?5 and by ruling that only material patents need be de- 

Joseph P. Kennedy, quoted in ibid., January 14, 1935. 

22 Instruction Book for Form A-2 for Corporations, p. 1. 

23 Ibid., p. 15. 4 Ibid., p. 20. 

5 Ibid., pp. 18-19. Details are not required unless the matter in controversy 


exceeds $5 millions or 3 per cent of the amount, less valuation of qualifying reserves, 
at which total assets are carried in the latest balance sheet filed. 
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scribed. If a business, however, depends upon a patent right to 
be acquired from the proceeds of the issue, it must be described.” 
The description need not be a technical one but must be in such 
form as will indicate the relation and importance of the patent to 
the business. The Commission also removed any doubt as to what 
constitutes a material contract.?’ 

The supporting schedules are in the nature of detailed explana- 
tions of balance-sheet accounts and profit and loss items. If mar- 
ketable securities comprise more than 15 per cent of the total 
assets, the account is to be supplemented with a schedule giving 
the name of each issue, amount, and the market value at balance- 
sheet date. A second schedule requires similar information con- 
cerning investments in subsidiaries. Fixed assets may be shown 
in one account, but a schedule is to be filed showing the changes 
in the account balance during the period and the cost to an 
affiliate of any property purchased from the registrant not paid 
for in cash. The registrant is also required to state the amount 
of depreciation and depletion, if credited directly to the asset 
accounts, and to indicate what accounts have been charged. 
When the company shows reserves for depreciation, depletion and 
amortization in offsetting valuation accounts, the opening and 
closing balances, and interim changes are to be shown in a sepa- 
rate schedule, and the company must state its policy with respect 
to the provisions for this form of expense or reserves created in 
lieu thereof. The reserve accounts need not be shown separately 
unless so carried on the books. Similar information is required for 


% Thid., p. 20. 

27 Contracts are not material and need not be filed if they are such as are made 
in the ordinary course of business, unless the amount or duration is of an extraordi- 
nary nature. Those specifically exempted by the rules as nonmaterial are: (1) con- 
tracts for a year or less for services or employment if less than 1 per cent of total 
selling, general, and administrative expenses; (2) contracts for acquisition or sale of 
fixed assets, not exceeding 3 per cent of depreciated value; (3) contracts for purchase 
or sale of current assets, not exceeding 3 per cent of net sales; (4) contracts involving 
indebtedness not exceeding 3 per cent of total net worth. Contracts defined to be 
material are: (1) Management contracts and those providing for special bonuses 
or profit-sharing arrangements. Exceptions are ordinary purchase and sales-agency 
agreements, payments to security-holders as such, labor bonuses, agreements with 
chain-store managers, and others in similar positions. 
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intangibles and receivables. Schedule 7 deals with the surplus ac- 
count and provides for a detailed record of additions and sources, 
and charges to surplus, including data on the rate and amount of 
cash and stock dividends paid on each class of stock. Two sched- 
ules supplement the funded debt accounts. 

Supplementary profit-and-loss information is filed on Schedules 
8 and 9. The former reveals the amounts of expense for main- 
tenance and repairs, depreciation, taxes, management and serv- 
ice-contract fees, rents and royalties, and the amounts that are 
charged to profit and loss and to other accounts. The latter sched- 
ule shows the income from dividends by issues, the amounts re- 
ceived in cash and other forms, and the amount of the registrant’s 
equity in affiliates’ earnings or losses for the period of the report. 

The size of the registration statement is further increased by 
ten exhibits.** As a consequence of the scope and detail of the 
registration statements, Form A-2 and other forms are of con- 
siderable length, usually varying from two hundred to five hun- 
dred pages. But Forms A-1 and A-2, which are used by new and 
seasoned companies respectively, exceed the others in length and 
comprehensiveness. 

D. PROSPECTUSES 


Registration statements do not circulate widely. Because of 
their size and cost and the inability of the average investor to 
analyze an issue by examining such a comprehensive document, 
the essential information is made available to the mass of in- 
vestors through the prospectus. Registration statements are re- 
quested by persons or agencies desiring exhaustive studies, such 
as statistical services, investment banking houses and investment 
counsel, banks and insurance companies, and corporations seeking 

28 They include copies of the following: the charter and by-laws; indentures 
defining the rights of holders of funded debt; contracts and guaranties of securities 
of other issuers; instruments, if any, defining the rights of any class of securities 
other than those called for in the form; orders of a regulatory body denying the 
right to sell securities; principal underwriting agreement covering securities to be 
registered; opinions of counsel with respect to the legality of the issue; specimen of 
security being registered; management and service contracts; other material con- 
tracts; patents and patent rights if funds of the proposed issue are to be used to 
acquire or develop them. 
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to invest surplus funds. Photostated copies to these persons and 
institutions are not prohibitive at a cost of from 7 to 10 cents per 
page. 

To the expert in investment, facts are all-important and the facts that he 
demands are voluminous, for he is always cognizant of the intricate piece of 
merchandise that he tries to evaluate. For him even the lengthy prospectus 
is occasionally inadequate and nothing less than the registration statement 
satisfies him.” 

The law recognizes the important function performed by the 
expert investor, that of evaluating a security in the first instance, 
and thus influencing throughout the entire line of investment the 
judgment of persons who are not as well informed. Since he is in 
a position to influence and dictate in large measure the attitude 
and action of the average investor, it is essential that the registra- 
tion statement be as complete as possible. Commissioner Landis 
referred to this group of expert investors as “the backbone of 
intelligent national investment.” 

The problem that had to be solved was how to provide the 
mass of investors with information about a complicated subject 
in a simplified form that they could understand and yet that 
would not mislead them through omission of essential informa- 
tion. The prospectus, provided by the issuer or agent soliciting 
subscriptions, is designed to meet these requirements. It may be 
expressed in condensed or summarized form, and need not follow 
the numerical sequence of the items in the registration state- 
ment.*° Since it is intended to be a shorter and briefer statement, 
it cannot provide the same degree of particularity. Condensation 
and summarization involves omission, “for it cannot be assumed 
that surplusage is contained in the registration statement.’”’** For 
example, the registrant may omit from the prospectus accom- 
panying Form A-1 all exhibits, all supporting schedules to the 
balance sheet and profit and loss statements, and the financial 
statements and schedules of unconsolidated subsidiaries whose 
assets do not exceed 15 per cent of the total assets of the registrant 


» J. M. Landis, quoted in the New York Times, October 10, 1935. 

3° S.E.C., General Rules and Regulations (Securities Act), 821. 

3* Opinion of H. H. Neff, director of Division of Forms and Regulations, Release 
No. 874 (Securities Act). 








THE FEDERAL SECURITIES ACT, 1933-36 65 


and its consolidated subsidiaries, and other items whose omission 
will not cause the prospectus to be misleading. The Commission 
urges the issuer to reduce the required information to more gen- 
eral terms wherever this is possible. Some prospectuses carry on 
the front page a brief summary of what the underwriter deems to 
be the salient facts regarding the issue. However, the prospectus 
must state that certain items of information that have been 
omitted may be obtained from the Commission.” 

Newspaper prospectuses comprise only advertisements of se- 
curities printed in newspapers, magazines, or other periodicals 
admitted to the mails as second-class matter, and which are not 
distributed by the advertiser.* The instructions are drawn with 
a view to making possible a prospectus of about the compass of 
the offering announcement as used before the passage of the 
Securities Act. A copy of the newspaper prospectus need not be 
filed until the seventh day subsequent to the first date of publica- 
tion. Amendments to the rule have had for their purpose reducing 
the advertisement to essentials. This the Commission has ac- 
complished not only by permitting the registrant to publish infor- 
mation in condensed form but also by permitting him to qualify 
the newspaper prospectus in its entirety by reference to the reg- 
istration statement. 


E. THE WAITING PERIOD 


Issues registered with the Commission may not be offered to 
the public until the effective date, which may be the twentieth 
day after the statement was filed, or a later date, set by the Com- 
mission, if important amendments are filed. From the standpoint 
of effective administration the twenty-day waiting period is de- 
sirable—in fact, essential—in order that the Commission may 
have sufficient time to make a proper examination of the state- 
ment. It is important, also, in that it is a means of securing the 
purpose of the Act, namely, wide dissemination of information 
concerning a new issue. This can be accomplished to a very con- 
siderable extent by making the registration statement a public 


32 S.E.C., General Rules and Regulations (Securities Act), 826, July 2, 1936. 
33 Instruction Book for Form A-2 for Corporations, p. 52. 
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document at the time of filing, thereby enabling the investing 
public to study the issue during the waiting period before it is 
offered for sale. 

On the other hand, the waiting period has not met with the 
approval of underwriting and distributing groups and large insti- 
tutional investors. This provision has been as severely criticized 
as were the original civil liability provisions. Apparently, the 
practice of “beating the gun” is freely discussed by persons giving 
and receiving favored treatment in the sale of securities and is 
openly admitted to exist. Whereas the Commission believes that 
the practice of “beating the gun” (making commitments for sale 
or purchase before the effective date of a statement) is not new in 
the investment business, underwriters are inclined to argue that 
the practice has originated since the passage of the Act. The 
former view seems to be closer to the truth, since the incentive 
for dealers and salesmen to obtain their share of the business was 
just as strong before the law went into effect as after. 

In most cases the initiative is taken by the seller. Often it is 
the purchaser who exerts pressure on the seller. Large institu- 
tional investors believe that they should be permitted to make 
commitments before the offering date in order that they may be 
certain of getting as large a block of the new issue as they had 
planned to purchase. Having large sums available for investment, 
and constituting the most important single source of capital 
funds, they believe that they should have a prior right to sub- 
scribe to new issues, leaving the rest of the investing public, for 
the most part small investors, to be taken care of after the offering 
date. The argument is not conclusive that, because of size, they 
are entitled to special treatment. 

Investment banking houses have taken precautions to min- 
imize their risk during the waiting period. Information concern- 
ing the underwriting agreement is usually filed separately, within 
a week or less prior to the offering date. The contract, between 
the issuer and the underwriter, need not be signed by them, there- 
fore, until the contract data are filed. But several days or more 
must elapse thereafter before the issue can be offered to the pub- 
lic. If, in the meantime, market conditions become unfavorable, 
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the banking house would probably be unable to dispose of the 
issue at the price specified in the underwriting agreement. This 
contingency has been met, as a rule, by organizing a purchasing 
group before the commitment is made, in order that the risk may 
be spread over a relatively large number of banking houses. In 
this way the liability of each is limited to its purchase. Further 
protection has been secured by making the purchase contract a 
conditional agreement, the underwriters reserving the right to 
terminate the agreement if, in their opinion, substantial changes 
in market conditions render it impracticable to offer the securi- 
ties. The adoption of the hedging practice was probably due in 
part to a desire to minimize the risk caused by the waiting period, 
but probably would have been adopted in any case because of the 
general financial uncertainty accompanying revival of the se- 
curities market. 

It must be conceded that it is difficult to alter the traditional 
relationship that has existed between the underwriters and dis- 
tributing groups and to find satisfactory methods of enforcing 
the provision. The fact that both the seller and the buyer are 
equally guilty and subject to fine and imprisonment in case of a 
breach of the regulation has often failed to serve as a deterrent. 

The Investment Bankers’ Code, while it was in effect, made 
provisions for distributing preliminary prospectuses to all dealers 
three days in advance of the public offering. During this period 
dealers informed the underwriter of their intention to participate. 
Important details, such as price, terms, and allotments, were 
withheld in the preliminary notices. But it was admitted that 
there was widespread misuse of these documents by dealers and 
salesmen, and this procedure was abandoned when the Code was 
abandoned. 

The present rules of the Commission require the filing of an 
amendment to the original registration statement at least three 
days prior to the effective date, so that the offering price and 
other data are made public in advance of the offering. But a 
salesman is not permitted to solicit or confirm an order in the 
final three-day period. Probably no modification of the rule, short 
of practical abandonment, would be satisfactory to the invest- 
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ment banking fraternity and to buyers who believe they are en- 
titled to preferential treatment. The change they often suggest 
would permit the solicitation of orders by salesmen in the twenty- 
day period, subject to price, the purchaser having the right to 
cancel his commitment on the offering date. Such a change, how- 
ever, would invalidate the reasons for establishing the waiting 
period, and certainly would not be conducive to the development 
of a more leisurely procedure in the distribution of securities. 


F. ACCOUNTING METHODS AND PRACTICES 


The Securities Act recognizes that the investor’s ability to 
analyze and appraise new issues depends, in large measure, upon 
accurate and complete public reporting of financial data concern- 
ing the condition and operations of the company. Consequently, 
the exercise by the Commission of the powers delegated to it can 
be helpful in meeting the criticism that a large part of our cor- 
porate reports are not informative. Control over financial reports 
is necessary as a means of raising the standards of corporate 
reporting and of securing the adoption of improved accounting 
practices. 

Companies registering new issues are required to file a balance 
sheet as of a date not more than ninety days prior to the filing 
date of the registration statement, and profit and loss statements 
for the three years preceding, or for such time as the issuer has 
been in business, if less than three years.34 The Commission has 
authority (1) to define accounting and trade terms; (2) to pre- 
scribe the items or details to be shown in the financial statements 
and the methods to be employed in the preparation of accounts; 
and (3) to prescribe the methods to be used in the appraisal or 
valuation of assets and liabilities, in the determination of depre- 
ciation and depletion, in the differentiation of recurring and non- 
recurring income, investment and operating income, as well as 
the methods to be used, if deemed necessary or desirable, in pre- 
paring consolidated balance sheets and income statements.*5 

Each registration form contains a model balance sheet and 
revenue-and-expense statement, in which the Commission has 


34 Securities Act of 1933, sec. 19, Exhibit A. 38 Tbid., sec. 19. 
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enumerated and classified the accounts in such detail that the 
investor will be provided with a complete financial picture of the 
company. If the issuer departs from the suggested classification, 
he is required to state the reasons for so doing.** Current assets 
are items generally realizable within one year; but other items not 
generally realizable within one year, such as instalment receiv- 
ables or inventories long in process, may also be included if the 
company is following a recognized trade practice. Current liabili- 
ties are defined as amounts generally due within one year, al- 
though exceptions, based upon recognized trade practices, are 
permitted. 

Marketable securities are securities that can readily be dis- 
posed of. The registrant is required to state the method used in 
determining the balance-sheet amount. If the securities are 
shown at other than market value, the latter is to be stated 
parenthetically. Notes and accounts receivable are to be stated 
separately, and uncollectibles are to be excluded from both the 
asset and reserve accounts. The major classes of inventory are to 
appear, accompanied by an explanation of the method of value 
determination. Wherever practicable, intercompany profits in- 
cluded in the inventory accounts are to be determined or elimi- 
nated. Other current assets that are to appear separately are 
amounts due from officers, directors, and stockholders; amounts 
due from parent and subsidiary companies; and other amounts in 
excess of 5 per cent of the total current assets. The instruction 
governing offsetting valuation reserves for current assets is that, 
when employed, they are to appear as deductions from the specific 
assets to which they apply.*’ 

The balance sheet must show “all the assets... ., the nature 
and cost thereof, whenever determinable. . . . .’’5* Obviously, the 
framers of the Act intended that the Commission should, in its 
discretion, adopt such accounting rules and regulations with re- 

36 Forms A-1, A-2, and E-1 classify assets as follows: current assets, investments, 


fixed assets, intangibles, deferred charges, and others. Liabilities are classified as 
current, deferred income, long-term debt, and others. 


37 Instruction Book for Form A-2 for Corporations, p. 29. 


38 Securities Act of 1933, sec. 19. 
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spect to financial statements as would be consistent with the 
broad purpose of the law to secure complete and accurate dis- 
closure of the financial affairs of the issuer for the benefit of the 
investing public. At first it might appear that there is a conflict 
between the objectives of complete disclosure of financial data 
and that of valuation of assets “‘at cost.”” Since most of the com- 
panies registering new issues are going concerns, many with long 
financial histories and employing divergent accounting methods, 
it was necessary for the Commission to decide how far it was prac- 
ticable to go, as a matter of policy, in reviewing and investi- 
gating past financial and accounting practices for the purpose of 
determining whether the balance sheet of a registrant reflects 
present values. 

The question of the type of regulation to adopt is particularly 
important in connection with the valuation of assets more per- 
manent in character, such as plant, property, and intangibles. 
In order to establish the fact to its own satisfaction that asset 
balances are correctly stated—that is, at cost—it would be nec- 
essary to follow the changes in account balances from year to 
year from the date of acquisition, as well as to pass judgment on 
the accounting methods employed by the company. The numer- 
ous difficulties which would be encountered probably would not 
justify this form of regulation. Facts regarding the cost of fixed 
assets and changes in the account balances sometimes cannot be 
obtained because records have been lost. Differences of opinion 
between the Commission and the company are likely to arise over 
the company’s policy of differentiating between capital charges 
and revenue charges. Also, it would be necessary for the Commis- 
sion to pass judgment on depreciation and retirement policies, and 
material differences would have to be reconciled. A further diffi- 
culty would arise if a company had adopted a basis of valuation 
other than cost, or had acquired property through an exchange of 
securities. Any attempt to pass in review the entire history of the 
property accounts and the accounting methods used by issuers 
would involve the Commission in endless disputes and contro- 
versies. 

Realizing that these difficulties are inherent in any plan that 
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attempts to regulate transactions that have occurred in the past, 
the effects of which are shown in the balance-sheet valuation, the 
Commission adopted a set of regulations more easily adminis- 
tered, although not departing from the objective of the law to 
secure valuation at cost, whenever determinable. Events that 
have affected the accounts prior to the registration date are not 
ignored. The Commission simply requires that they be described 
in sufficient detail so that investors can judge whether assets have 
been conservatively valued. The accounting regulations govern- 
ing the property and plant accounts of registrants filing on Form 
A-2, for seasoned corporations, provide that the opening balance, 
at the beginning of the first period of audit, “may be as per ac- 
counts.”’ Schedule II is explanatory of Item 12 (fixed assets) in 
the balance sheet.*® Property may be stated in one amount.*? To 
the opening balance in Schedule II is added the cost of property 
acquired during the period. From this total is subtracted the 
value of property disposed of during the year through sales and 
retirements. The final balance in the schedule appears in the bal- 
ance sheet. The registrant is asked to explain any increases in 
asset values shown in the schedule which do not represent addi- 
tions to property, plant, or equipment resulting from acquisitions, 
and costs of property additions not involving cash expenditures.“ 
Deductions from property accounts not representing reductions 
by retirement or sales are to be explained, as well as items not 
stated at cost. 

Further information bearing on the property and plant account 
balances is reported in the registration form under “Historical 
Financial Information.” Here the issuer is required to give a de- 
tailed description of any substantial revaluations of these assets 
since January 1, 1922.” For this period of time it is possible for 
the prospective investor to determine if the basis of valuation is 
cost or, if not, what policy has been followed by the company. 
Further protection is afforded the investor by the law itself. Ma- 
terial misstatements in valuation of assets, or omission of facts 
necessary to make the asset accounts not misleading, may lead 

39 Instruction Book for Form A-2, p. 39. * Ibid., p. 39. 

# Ibid., p. 39, 0. 2. # Form A-2, question 45. 
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to the issuance of a stop-order and to suits for damages against 
the parties responsible for the contents of the statement. 

A further problem was created by the requirement of the law 
that intangible assets be segregated. Since the practice is not 
widely observed, the Commission had to decide whether the 
registrant should be compelled to make the separation in all 
cases. Form A-2, and others, provide for the separate listing of 
intangibles in the balance sheet, supplemented by a schedule con- 
taining data similar to that required for the property accounts.* 
But “where in the accounts of the registrant it is not practicable 
to separate intangible assets from property, plant and equipment, 
the information here required may be included in Schedule II,” 
that is, tangibles and intangibles may be combined in the balance 
sheet.‘4 This is the procedure likely to be adopted by established 
concerns, but the Commission does not sanction this procedure for 
newly organized companies. Not only does it investigate the cir- 
cumstances surrounding the acquisition of tangible assets by new 
companies in order to determine if overvaluation has occurred 
through stock issue or inclusion of intangible items, but it also 
insists upon the booking of intangibles separately and at reason- 
able values.‘ 

Liabilities of the issuer are to be presented “‘in such detail and 
such form as the Commission shall prescribe, including surplus of 
the issuer showing how and from what sources such surplus was 
created. .... 4° The requirement regarding the surplus account 
is intended to compel registrants to distinguish in the balance 
sheet between earned surplus and capital surplus. In practice, 
companies generally have not recognized any distinction between 
the two and simply show surplus as an amount which, added to 
the liabilities and stated capital, is equal to the total assets. 
Where no attempt has been made to separate surplus account 
items on the basis of their origin, there are difficulties involved in 
any attempt to compel a breakdown of the surplus account. 

43 Instruction Book for Form A-2, pp. 31, 40. 


44 [bid., p. 40. 
45 See Haddam Distillers and American Gyro cases, pp. 85 f., below. 


Securities Act of 1933, Exhibit A, Item 25. 
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Transactions resulting in the establishment of capital surplus can 
easily be distinguished from those that affect earnings. But a 
separation of earned surplus from capital surplus cannot easily 
be made once the two have been merged. The combined surplus 
account may represent in part accumulated earnings, in addition 
to credits resulting from the sale of stock at a premium, or excess 
proceeds from the sale of treasury stock. A part of the balance 
may have been created by restating the par or stated value of the 
shares or by revaluation of assets. Under these circumstances it 
would be necessary for a concern to analyze each of the subse- 
quent charges against surplus from the time the account had been 
set up in order to separate capital charges from proper charges 
against revenue. Furthermore, it would be necessary to split up 
transactions involving both elements into their component parts. 

In view of the many problems that would arise from a rigid 
application of the law, the Commission ruled that “if the com- 
pany has not, up to the opening of the third fiscal period prior to 
the last annual closing date, differentiated in its accounting for 
surplus,”’ it need not show capital surplus as a separate account.‘7 
In a separate schedule the registrant states “the balance (or 
balances) at the beginning of the period as per accounts,”’ to 
which is added net income (or loss subtracted) of the profit-and- 
loss statement. “Other additions to surplus and charges to sur- 
plus shall be so designated as to indicate clearly whether they are 
of the nature of capital or surplus items.”** The effect of the rule 
will probably be that newly organized and recently organized 
companies will adopt the practice, insisted upon by the Commis- 
sion, of distinguishing between earned and capital surplus, while 
some of the older companies will voluntarily work out an esti- 
mated division of the account. 

As a rule the Commission does not prescribe accounting prac- 
tices. Its primary objective is to secure disclosure of the methods 
employed by the registrant. For instance, the registrant is re- 
quired to “‘state the method used in amortizing debt discount and 
expense.”’4? Discounts and commissions on capita! stock not 


47 Instruction Book for Form A-2, p. 33. 
8 Tbid., p. 44. 4 Ibid., p. 31. 
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charged off are to be stated separately, accompanied by an ex- 
planation of what provision has been made for writing off these 
items.°° “‘When sales are made on an installment or other de- 
ferred basis,” the company must “show in the profit-and-loss 
statement, or in a note there in referred to, the basis of taking 
profits into income.’’* The “cost of goods sold” account is to 
show “the amount of cost of goods sold as regularly computed 
under the system of accounting followed by the registrant.” 
Schedule III provides that the issuer state his policy “with respect 
to the provisions for depreciation, depletion and amortization or 
reserves created in lieu thereof, during the period under report.’’s 
The nature of these instructions shows that the Commission 
recognizes that there are honest differences of opinion regarding 
the methods that should be employed in arriving at a statement 
of present values. 

There are instances, however, where the Commission, by ex- 
pressing a preference, is aiming to promote uniformity of treat- 
ment. “‘Reacquired stock [capital stock] is preferably to be shown 
as a deduction from capital stock or from either the total of 
capital stock and surplus, or from surplus, at either par or cost as 
circumstances require.’’*+ Preference for this method is further 
indicated by the instruction that “if reacquired stock [treasury 
stock] is shown as an asset in the balance sheet, give the reasons 
therefor... .. ”ss Throughout the instructions the Commission 
favors the practice of showing reserves separately as deductions 
from the asset accounts in the balance sheet. When the issuer 
shows only the net amount after deduction of reserves, he is re- 
quired to show the amount of the credits in the proper schedule 
and to explain what accounts have been charged.** But reserves 
need not be shown separately unless so carried in the books. If 
profits arising from transactions in registrant’s own securities or 
in those of its affiliates or on the sale of capital assets are included 
in “Miscellaneous Other Income,” he is to “state the amount 


5° J bid. 
5 Tbid., p. 34. 54 [bid., p. 33. 
83 Tbid. 55 Ibid., p. 30. 


83 [bid., p. 40. % Tbid., pp. 39, 41. 
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separately and to give reasons for the inclusion under this caption 
rather than as direct credits to surplus.’’? Similarly, “losses aris- 
ing from transactions in securities are to be shown in the profit- 
and-loss statement as income deductions. No losses on regis- 
trant’s own securities, or on those of its affiliates, shall be included 
under this caption.”’** Losses on the registrant’s own securities 
are to be charged to surplus. If deducted from income, an expla- 
nation is required. 


II. SUCCESS OF ADMINISTRATIVE CONTROL 


A. STATISTICAL SUMMARY OF EFFECTIVE ISSUES 

The first registration statements filed under the Act were re- 
ceived by the Federal Trade Commission on July 7, 1933, and the 
first statement became effective July 27, 1933. From July 7, 1933, 
to September 1, 1934, when the Securities and Exchange Commis- 
sion took over this work, the Federal Trade Commission received 
and examined 1,095 statements, and permitted 794 statements, 
representing a total of $1,164,135,600 in securities, to become 
effective. During the period of thirty-nine months from October, 
1933, to the end of 1936 the amount of effectively registered se- 
curities was $8,550,000,000. The latter figure, however, does not 
include the registrations for the period of about two months, from 
July 27, 1933, to October 1, 1933.59 

1. Classification of securities by industries—Registration state- 
ments covering more than two thousand issues—of which 1,960 
were approved during the three years 1934—36—had become ef- 
fective to January 1, 1937. Table 1 shows the volume of success- 
fully registered securities classified as to industries. The most im- 


57 Ibid., p. 35. 
$8 Ibid. 


89 Data for the period July 27 to October 1, 1933, are not included in any of the 
tables because the published reports of the Federal Trade Commission made no at- 
tempt to classify them according to Tables 1-4. The volume of effectively registered 
securities for this period was $499 millions, comprising securities covered by 794 
statements. The figure was found by subtracting from the total of $1,164 millions 
reported by the Federal Trade Commission for the period from July 27, 1933, to 
September 1, 1934, the figure of $665 millions reported by the Securities and Ex- 
change Commission for the period from October 1, 1933, to September 1, 1934. 








76 JAY W. BLUM 


portant industries, in terms of effectively registered securities, are 
the utilities group ($2,677 millions), manufacturing enterprises 
($2,496 millions), and financial and investment companies ($1,775 
millions). The securities registered by these three groups were 
valued at $6,945 millions, and represent about 80 per cent of the 
securities registered by all industrial groups. Next in importance 
was transportation and communication ($740 millions). In the 


TABLE 1* 
CLASSIFICATION OF SECURITY ISSUES BY INDUSTRIES, 1933-36 
(In Millions of Dollars) 








PERCENTAGE OF TOTAL 





TOTAL 
1933-36 





Agriculture ae 37 
Extractive... ... " 7 
Manufacturing. . 8 
Financial and in- 
vestment...... 3 
Merchandising. . . , 8 
; : 6 
2 


Real estate... ... 
Construction. . . 
Transportation 


II. 
Utilities. ‘ 1,047. 
Miscellaneous do- 
i I. 2. 
9 114 





630 2,677. 
































* Compiled from S.E.C. reports and releases. 

t October 1 to December 31. 
other industries the volume of securities that became effective did 
not in any instance exceed $250 millions. 

The financial and investment group, principally investment 
trusts, was outstanding in the last quarter of 1933 and in 1934, 
accounting for between 55 per cent and 60 per cent of the total 
effective issues. In both 1935 and 1936, however, this group ac- 
counted for less than 20 per cent of the total, although there was 
a larger volume of each registered. The proportion of utility issues 
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registered in 1935 was more than double the proportion for 1934 
(increased from 18 per cent to 39 per cent), and in 1936 repre- 
sented 30 per cent of the effective registrations. Next in impor- 
tance during 1935 and 1936 were manufacturing issues, compris- 
ing about 30 per cent in each year. In this group, steel, meat 
packing, and oil were responsible for the larger registrations in 
1935, and steel and oil in 1936. 

2. Classification of security issues by types ——When mining and 
investment issues declined in importance after the first quarter of 


TABLE 2* 


CLASSIFICATION OF EFFECTIVE ISSUES BY TYPE, 1933-36 
(In Millions of Dollars) 








PeRcentace oF ToTAL 








Common stock... . 
Preferred stock... . 
Certificates of par- 
ticipation, bene- 
ficial interest, 
and warrants... . 194.9 
Secured bonds. ... 6] 31.711,454.7 
Debentures .2| 36. 413.2 
Short-term notes. . 66 42.2 





630. 2)2,677.7 
































* Compiled from S.E.C. reports and releases. 
t October 1 to December 31. 


1935 and utility and certain manufacturing companies became the 
most important sources of new securities, the change was reflected 
in the types of securities registered. Table 2 shows that mining 
and investment companies had relied primarily on common stocks 
and certificates of participation. Together these issues amounted 
to 85 per cent ($145 millions) of the effective registrations for the 
last quarter of 1933, and 70 per cent ($442 millions) in 1934. Al- 
though a larger volume of these types of securities were registered 
in 1935 ($600 millions, or 25 per cent of the total), fixed-interest- 
bearing securities predominated. Secured mortgages, debentures, 
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and short-term notes accounted for 71.5 per cent ($1,910 millions) 
of the total of $2,678 millions registered by the Commission in 
1935. The change in types of securities registered is evidence of 
increased refinancing activity on the part of utilities and manu- 
facturing concerns. Convertible issues also appeared in consider- 
able volume in 1935. Thirty issues with gross proceeds of $158 
millions had convertible features, and five issues with gross pro- 
ceeds of $36 millions with warrants attached were registered in 
1935. Most of these were registered by commercial credit and 
finance, steel, and building-material companies. 

Fixed-interest-bearing securities continued as the most impor- 
tant group in 1936, totalling $3,320 millions (65.8 per cent) of the 
entire $5,065 millions registered. The relative position of com- 
mon stocks and certificates of participation shifted considerably. 
Whereas they represented 70 per cent of the total in 1934, they 
dropped to 22 per cent in 1935, and amounted to 26 per cent in 
1936. The volume of common-stock issues, however, was 250 per 
cent greater in 1936 than in 1934. Very few preferred-stock issues 
were registered before 1936. In that year the estimated proceeds 
of effectively registered preferred-stock issues was $427 millions, 
an increase of 150 per cent over 1935. 

3. Gross and net amount of fully effective new securities —Table 
3 shows the value of the securities intended to be offered for sale 
and the net realized proceeds after deducting selling and dis- 
tribution expenses. Selling and distribution expenses were 9 per 
cent of the gross proceeds in 1934, but only 4.1 per cent in 1935 
and 3.8 per cent in 1936. The securities not offered for sale were 
required for conversions, for options, for “account of others,” and 
to be exchanged for other securities. They had a value of $104.5 
millions (13 per cent) in 1934, $351 millions (17 per cent) in 1935, 
and $905 millions (18 per cent) in 1936. 

4. Proposed uses of net proceeds.—Probably the most interesting 
and important series of data is that detailing the uses to which the 
issuers proposed to put the net proceeds. The most important 
conclusion to be drawn from Table 4 is that a very small per- 
centage of the securities offered for sale was issued for the purpose 
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of securing new capital. In each of the three years the principal 
uses made of the net proceeds was the repayment of indebtedness 
and the purchase of securities by investment trusts. In 1934 
about 80 per cent of the net cash proceeds were for these purposes, 


TABLE 3* 
GROSS AND NET AMOUNT OF FULLY EFFECTIVE NEW SECURITIES, 1933-36 
(In Millions of Dollars) 


























1933T 1934 1935 1936 
Gross amount of effective securities...| 164.9 630.2 | 2,677.7 | 5,064.7 
Not intended to be offered for sale by 
issuers: 
Registered for “Account of others”. . t 5.1 65.1 308.5 
Reserved for conversion........... Tt Tt 144.6 264.6 
Reserved for options.............. t t 37-9 101.9 
Reserved for subsequent issuance. . t t 0.6 43-5 
To be issued against claims. ....... t t 0.4 1.5 
To be used for other assets......... t t 17.9 1.9 
To be used as selling commissions... t - 8 ‘Meveonext 1.9 
To be issued in exchange for other 
IN 5's, sia msl. acer mera ews ie Hon t t 84.3 185.7 
Total not intended to be offered 
for sale by issuers........... 35.0 104.4 350.8 909.5 
Gross ge of instant offerings by 
issuers. hpaacapeinre ease 129.6 525.8 2,326.8 | 4,155.2 
Selling and distribution expenses: 
Commissions and discounts to under- 
Dc. Rudcdeieweaduknnuens t t 79.4 129.4 
Other selling and distribution ex- 
Rtv aaveiasag wh neues t t 16.4 28.6 
Total selling and distribution ex- 
SEs sixes sateen 13.9 47.8 95.8 158.0 
Estimated net proceeds........ 115.6 478.0 | 2,231.0 | 3,097.0 

















*Compiled from S.E.C. reports and releases. 

t October 1 to December 31. 

¢ Data not broken down. 
56.8 per cent for investment, and 23.2 per cent for the repayment 
of bonds and other obligations prior to or at maturity. Only 11 
per cent was used to obtain working capital. The remaining 9 per 
cent was for organization and development expenses, the purchase 
of real estate, plant, and equipment and other assets. 
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The situation did not change materially in the next two years, 
except that security purchases by investment trusts declined in 
importance while the amount of refunding increased. Registrants 
estimated that 78.1 per cent ($1,742 millions) of the net proceeds 


TABLE 4* 


PROPOSED USES OF NET PROCEEDS OF FULLY EFFECTIVE ISSUES, 1933-36 


(In Millions of Dollars) 






































1933 1934 1935 1936 
Organization and development expense 1.5 5.1 5.5 9.0 
Purchase of: 
Real estate......... t err 1.2 1.8 
Plant and equipment t 17.6 46.2 230.9 
Other assets............ t 9.8 2.1 4.2 
Securities for investment. . 84.3 304.4 266.3 385.3 
Securities for affiliation......... 0.8 15.0 0.8 29.1 
Total purchase of assets....... 105.8 346.9 316.6 651.3 
Increase of working capital........... 16.7 58.3 105.6 493.8 
Retirement of preferred stock... ..... t t 60.3 201.4 
Reimbursement of loans used for capi- 
tal expenditures............ ee t at Sees: 27.3 
Repayment of: 
Bonds and notes : t t 1,575.6 | 2,550.4 
EN cond: cal wouysy ew sieann t t 166.4 55.1 
Total repayment of indebtedness} 11.7§ | 124.3 1,742.0 | 2,605.5 
Miscellaneous. 13.6] 1.9 0.8 8.6 
eres 1490.4 536.5**| 2,231.0 | 3,997.0 

















* Compiled from S.E.C. reports and releases. 
t October 1 to December 31. 


t Data not comparable with succeeding years. 


§ Funding, refunding, and conversion. 
{Includes $5,424,687 reserved for option. 


** Includes $58,480,319 estimated eee of securities issued for other than cash considerations. 


Estimated actual cash proceeds were 


78,023,247. 


of the issues registered in 1935 was to be used for repayment of 
indebtedness, and that 11.9 per cent ($266 millions) was to be 
used by investment trusts for purchase of securities. Thus, these 
two uses account for go per cent of the net proceeds. By including 
‘ye amount that was to be used to retire preferred stock, the total 
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is increased to 93 per cent. Even if the investment-trust purchases 
are included, only 14.2 per cent of the net proceeds was used to 
purchase assets, of which 4.7 per cent was for working-capital 
purposes. 

The registration statements that became effective during 1936 
show that the registrants proposed to use 65.2 per cent ($2,606 
millions) of the net cash proceeds for repayment of indebtedness. 
Investment-trust purchases, although larger in the aggregate, 
were only 9.6 per cent ($385 millions) of the total, and 5 per cent 
was used to retire preferred stock. Altogether, 79.8 per cent of the 
net proceeds of security issues did not represent new capital. The 
amount spent for plant and equipment was five times greater than 
for 1935 ($231 millions as compared with $46 millions), and the 
estimated value of all assets to be purchased, including invest- 
ment-trust purchases, was $651 millions, or 16.3 per cent of the 
net proceeds. Registrants also intended to add $494 millions to 
working capital, or 12.4 per cent of net proceeds, which was five 
times the amount added during the preceding year. 

5. Private offerings.—Approximately 95 per cent of the new 
issues offered to the public were registered with the Commission. 
The Commission attempts to keep a record of unregistered private 
placings based on information published in the financial press, 
which it supplements by short questionnaires sent to the issuers. 
From January, 1934, through June, 1936, eighty-one issues with 
total gross proceeds of $485.3 millions had been privately placed. 
During the fiscal year ended June 30, 1936, thirty-seven unregis- 
tered private placings aggregating $210.8 millions were reported, 
equal to about 5 per cent of the securities effectively registered 
during the same period. 


B. REFUSALS, SUSPENSIONS, AND WITHDRAWALS 

Although the investor is told by the registrant through the 
prospectus that a new issue has neither been approved nor disap- 
proved by the Commission, he is relieved of the responsibility of 
attempting to judge the merits of securities for which the issuer 
is unwilling to disclose all the essential information. Table 5 


8 S.E.C., Annual Report, 1936, pp. 34-35. 











82 JAY W. BLUM 


shows the number of statements that have been affected by re- 
fusal, withdrawal, and suspension orders issued by the Commis- 
sion for the period from July 27, 1933, to June 30, 1936. The num- 
ber of statements in effect on June 30, 1936, was 1,757, leaving 557 
to be accounted for. Of the total of 557 ineffective issues, 134 were 
under examination, 294 had been withdrawn, and 129 were under 
stop-orders or refusal-orders. 


TABLE 5* 
DISPOSITION OF FILED STATEMENTS 








Total Net In- 
Under under Net In crease in Under 
“ Exami- | crease in | Number " d 
Num- | Exami- : Number | Exami- 
: nation at} Effec- under oe : 
ber | nation at *eoh : With- nation at 
Beginning tives Stop- 


Filed | Beginning drawn End of 


and Filed} during | Order and 








of Period | during | Periodt | Refusal- Subs 
Period Order 

To Sept. 1, 1934.| 1,093].....-.- I ,093 794 49 153 97 
Sept. 1, 1934, to 

June 30, 1935.| 44°] 97 537 300 42 72 123 
July 1, 1935, to 

June 30,1936. 781) 123 904 663 38 69 134 

0 ae ee er Serer 1,757 129 i Se 


























* Compiled from S.E.C. annual reports and press releases. 
t The figures show the net increase in effective issues rather than the number of issues becoming 


effective each period. From September 1, 1934, to June 30, 1935, 315 statements becy me effective; but 
the total number of effectives on June 30, 1935, was only 1,094 and not 1,109, since 15 statements that 
had been effective on September 1, 1934, were later placed under stop-orders. The nuniber that was 
approved from July 1, 1935, to June 30, 1936, was 735; but net increase was 663, since 72 which had 
become effective sieealy were either withdrawn or suspended. 

According to a recent study by Edward G. Cale, covering the 
same period of time, the 423 ineffective statements (those not 
under examination) represented securities with a facc value of 
$408,802,836." The 294 withdrawals, therefore, represented se- 
curities valued at $326.8 millions, or 80 per cent of the ineffective 
applications; the 129 refusal-orders and stop-orders represented 
securities with a nominal value of $81.8 millions, of which $46 
millions were under refusal-orders, and $35.8 millions under sus- 


pension orders. The registration statements filed up to June 30, 


& Edward G. Cale, “A Study of Ineffective Investment Trust and Precious 
Metal Mining Issues,” Law and Contemporary Problems (January, 1937) (“Three 
Years of the Securities Act,” Part I [Duke University School of Law)]). 
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1936, covered proposed offerings of $6.9 billions. The statements 
that became effective involved securities valued at $6.5 billions. 
Only $400 millions of issues covered by registration statements 
filed with the Commission did not become effective. 

The five largest classes of ineffectives, as shown by Cale’s study, 
consisted of proposed offerings of public utilities, investment 
trusts, precious-metal mining companies, manufacturing com- 
panies, and merchandising companies. Cale says that not much 
significance should be attached to the large volume of securities 
covered by ineffective registration statements of utilities, as they 
consisted principally of a few large issues withdrawn because of 
objections filed by regulating commissions. Nor do the data indi- 
cate that manufacturing concerns have found it difficult to meet 
the registration requirements. On June 30, 1936, there were in 
effect statements covering $1,979 millions of securities, while only 
$44.4 millions (2.12 per cent of the total filed) were ineffective. 
More thar aalf this amount ($23.4 millions) were securities of 
alcoholic-beverage companies, the remainder representing scat- 
tered issues of many types of manufacturing concerns. 

A larger percentage of the more speculative types of securities 
have failed to be registered or, after being registered, have been 
suspended. Securities of metal-mining companies with a value of 
$47.5 millions, or 32 per cent of the amount of this class examined 
over the three-year period ended June 30, 1936, failed to meet the 
legal requirements and were denied the registration privilege. 
Ineffective issues for the proposed development of oil and gas 
wells amounted to $8.3 millions, or 17 per cent of the amount 
examined. Investment-trust securities fared better, as only $104.5 
millions, or 8.2 per cent, were denied effectiveness. Other indus- 
tries in which the total effective and ineffective issues amounted to 
at least $40 millions were merchandising, service, and transporta- 
tion and communication. The value of ineffective issues of mer- 
cantile companies was $4.4 millions, or 8.96 per cent, of which 
$4.25 millions were withdrawn by the registrants. Service com- 
panies had successfully registered $48.5 millions of securities and 
had $4.8 millions on which registration had been withheld or sus- 
pended, of which $5.1 millions were under withdrawal orders. 
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The Commission had not interfered at all with the registration of 
proposed offerings of transportation and communication com- 
panies. 

The registration process cannot be considered an insurmount- 
able obstacle by the great majority of companies that have filed 
statements covering proposed new issues. Only 6 per cent of the 
securities examined over a three-year period failed to meet the 
requirements. Since a considerable portion of the securities cov- 
ered by statements that were withdrawn represented issues that 
were exempt from registration, the experience of registrants has 
been even more favorable than is indicated by the bare figures. 


C. DISCLOSURES FROM EXAMINATION 


A relatively small amount of the securities registered have 
failed to meet the registration requirements. A second point that 
should be considered is whether the Commission has suspended 
the effectiveness of statements only when there is conclusive evi- 
dence that they are inaccurate or incomplete in some material re- 
spect. A few typical cases have been selected in order to show that 
the Commission, when it issues an order suspending the effective- 
ness of a particular statement or refuses to permit a statement to 
become effective, does not act in an arbitrary manner or base its 
decision on technicalities. The only conclusion that can be drawn 
from a reading of the record of hearings on the basis of which 
stop-orders have been issued is that the omissions or inaccuracies 
refer to information that the prospective investor can reasonably 
expect to be stated fully and correctly. 

Occasionally a registrant neglects to disclose important details 
relating to previous sales of securities. A certain company, en- 
gaged in gold-mining, was required to tell the public, in an 
amended prospectus, that it had been selling stock to the public 
for twenty years, and that only a small part of the receipts had 
been used for developing properties, most of the proceeds having 
been used to pay salaries, commissions, and office expenses.” 
Disclosure of this fact made it impossible for the company to sell 
the issue, and the statement was withdrawn. In another case the 


@S.E.C., Annual Report, 1935, p. 25. 
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Commission required the sponsor of an investment trust, who had 
registered an issue of investment contracts, to disclose in an 
amended prospectus that his previous experience had been dis- 
astrous to investors. The company was unable to sell any invest- 
ment contracts.® 

It is a not infrequent practice for companies to misrepresent 
their financial condition. This has been the principal reason for 
suspending many statements and an important factor in prac- 
tically all stop-order proceedings. Several cases will be described 
in order to show how companies try to conceal their financial con- 
dition. 

After examining a statement filed by a large utility company, 
the Commission refused to permit the sale of securities until the 
company amended its statement by including a second balance 
sheet that would show the correct financial condition. According 
to the original balance sheet, the company had a capital surplus 
of $111,000,000 and an earned surplus of $12,000,000. A second 
balance sheet, correctly drawn up and included in the statement 
for purposes of comparison, showed a deficit of $30,000,000.4 

A distilling company was refused the right to sell $250,000 of 
stock because it attributed false and misleading values to many 
of the tangible properties. Permission to sell the issue was ob- 
tained after the balance-sheet valuation of these assets had been 
reduced by more than 50 per cent and organization expenses had 
been correctly stated.°* The statement of the American Gyro 

% Ibid. 

64 Tbid., p. 24. Many pages of footnotes were used to explain balance-sheet items, 
and the Commission found not only that the company used many improper account- 
ing and financial practices but also that it was practically impossible for anyone, 
even a trained analyst, to adjust the balance sheet to obtain a correct statement of 
financial condition. The company was required to compute the effect of the im- 
proper practices in a second balance sheet which was to be included in the registra- 
tion statement to permit comparison. An investor contemplating buying any of 
this particular issue would then have to decide for himself whether the company 
had a capital surplus of $111 millions and an earned surplus of $12 millions, or 
whether it had a deficit of $30 millions as represented in the second balance sheet, 
which showed the assets to be worth $153 millions less than in the original. 

*s In the matter of the registration statement of Haddam Distillers Corporation, 


S.E.C., Release No. 267 (Securities Act), December 20, 1934. The “appraisal of the 
water rights neglected all the postulates of scientific method, and . . . . the valua- 
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Company, organized “‘to develop, manufacture, and commercial- 
ize mechanical devices pertaining to automotive and aerial trans- 
portation,” was suspended because it contained untrue state- 
ments of material facts and omitted to state material facts in 
several respects.” Evidence taken at the hearing by the trial ex- 
aminer showed that twenty-three items in the registration state- 
ment contained misleading statements or omitted material facts. 
The registrant did not question the materiality of any of the con- 
tested statements or omissions. 

A considerable number of statements of mining companies have 
been suspended. Generally the deficiencies relate to the promo- 
tion of the enterprise and the failure to describe truthfully and to 
report fairly upon the properties. A typical case is that of the Big 
Wedge Gold Mining Company. 


tions cannot be considered other than false. . . . . Testimony shows that machinery 
and equipment .... were never seen by the appraiser... . . Not only was the 


appraiser inexcusably careless, but the testimony impels toward the view that there 
was a dishonest attempt to inflate values beyond any maximum that differences of 
opinion might condone.” A stop-order was issued and the company amended its 
statement by substituting a second balance sheet showing assets valued at $182,- 
999.76 instead of the original figure of $315,890. But the Commission still objected 
on the ground that properties were overvalued. Finally a third balance sheet 
was filed, in which the book value of assets was $134,658.76, or approximately 45 
per cent of the original valuation. In addition the company was required to show 
organization expense as $29,087.40 instead of $2,901.61, by refusing to permit it to 
conceal these expenses through the scheme of assigning values to properties trans- 
ferred by the promoters to the corporation in excess of prevailing values. Other 
deficiencies in the prospectus were eventually remedied and the securities offered 
for sale. 


6 In the matter of the registration statement of the American Gyro Company, 
S.E.C., Release No. 321 (Securities Act), March 30, 1935. It did not disclose the 
fact that a majority of the inventions that had previously been acquired by the com- 
pany had been discarded as worthless and that no effort had been made to develop 
them. The statement that no state had ever denied them the right to sell securities 
was untrue. Three states had ordered them to stop offering or selling securities in 
those states. Regarding the good-will value of $260,000 that the company had 
placed on a gyroplane, the Commission said: “Clearly there is no basis for an intelli- 
gent opinion as to the value of the gyro-plane and the conclusion is obvious that the 
$260,000 figure is a mere guess. Certainly such a representation is misleading to 
prospective investors.” 
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The statement was suspended on the basis of evidence submitted by a 
trial examiner, after the Commission had reviewed the findings and the ex- 
ceptions filed by the registrant. 

The company engineer’s report describing the property, according to the 
Commission, 
not only neglected fundamental principles of scientific method, but also disregarded 
obvious and known facts. ... . The consulting engineers for the Commission testi- 
fied in substance and their assay reports indicate that there are not [as was repre- 
sented in the statement] 250,000 tons of blocked-out ore of a value of $8.50 per ton, 
and there is no basis or justification for such statement or for the statements with 
respect to 2,000,000 tons of highly probable ore of a value of $8.50 per ton, and 
1,000,000 tons of highly probable ore of a value of $10.00 per ton. 


Two engineers who had formerly been employed by the company testified 
at the hearing that the results of their samples and assays “‘indicated a lack 
of commercial ore on the property.” 

Operating costs and estimated net profits had also been misrepresented. 
The estimate of $4.48 per ton for operating costs failed to include smelter 
losses of $2 per ton. This correction alone would have reduced the figure 
for net profits of $14,565,000 over a period of thirty years to $8,000,000 if 
there had been no other material misstatements. A metallurgical engineer, 
formerly employed by the registrant, testified that the actual cost would 
approximate $8.50 per ton, and that in addition the company had to pay a 
royalty of 10 per cent. In his opinion there would be no net profits. 

The $3,000,000 figure in the balance sheet, at which the assets . . . . were carried, 
represented neither the cost of the property by the registrant, nor anything that 
can be termed “value” according to any standard of valuation that could be de- 
vised; it was an arbitrary figure which was simply the exact equivalent of the par 
value of the stock given for the property. 


The president and a director admitted that the assets were not worth 
$3,000,000, and more than that, the president admitted that the company 
was insolvent because the statement did not include “current liabilities . . . . 
for labor, materials, and supplies.” 

Eighteen other items and two exhibits contained misstatements or omitted 
material facts required to be stated and necessary to make the statement not 
misleading.” 


The Wee Investors Royalty Company of Tulsa, Oklahoma, 
filed a prospectus covering an issue of $100,000 of certificates of 
participation in a business trust organized to own and deal in oil 


67 In the matter of the registration statement of the Big Wedge Gold Mining 
Company, S.E.C., Release (Securities Act), April 4, 1935. 
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royalties that included a scheme for “chain” distribution of shares 
by investors themselves. 


D. INVESTIGATION OF ALLEGED VIOLATIONS 

Proceedings arising under the Securities Law have usually re- 
sulted from suits in equity initiated by the Commission through 
use of powers of investigation granted by section 20), to enjoin 
violation of section 17 and section 5, requiring registration of 
securities. 

The Commission has made considerable progress in assembling 
and compiling information for the securities-violations files, which 
were established on May 1, 1935.°° Thus, it will be able to act as 
a clearing house for information relating to securities frauds in the 
United States and Canada. Up to June 30, 1936, information had 
been obtained regarding 21,775 persons against whom state or 
federal action had been taken during the preceding ten years in 
connection with the sale of securities. The Commission is co-op- 
erating with the Post Office Department, the Federal Bureau of 
Investigation, state securities commissions, better-business bu- 
reaus, and other agencies, for the purpose of securing additional 
information for its files as well as to furnish these organizations 
with information upon request. The Commission states that the 
monthly confidential bulletin which it sends to about seven hun- 
dred and fifty official and unofficial agencies has aided materially 
in apprehending persons suspected of violating the securities 
laws. 

Information of fraudulent and illegal activities in violation of 

68 In the matter of the registration statement of the Wee Investors Company, 
S.E.C., Release No. 430 (Securities Act), July 3, 1935. Each purchaser was to sell 
a share to four others, and each of these to four others, etc. The original purchaser 
was to participate in the profits from the employment of capital obtained from the 
“chain” sales, and a chart showed that at the sixth stage the profits would be 
$729.65 for each original $1 investment. As presented, the plan completely mis- 
represented the profit possibilities. Because the issue was limited to $100,000, the 
sixth stage could never be reached if carried out by a substantial number of in- 
vestors. Secondly, if only one in each thousand of the possible one hundred thousand 
purchases received $729.65, the entire fund of $75,000 would be exhausted, leaving 


nothing for the other nine hundred and ninety-nine who would rely on the regis- 
trant’s assurance that they would make a fantastic profit. 


69S.E.C., Annual Report, 1936, p. 58. 
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the law is obtained from many sources—from the public, state 
securities commissions, state and federal officials, voluntary agen- 
cies—and from examination of registration statements and obser- 
vation of trading activities. A large number of the complaints re- 
ceived, where the information does not disclose any substantial 
possibility of a violation, are disposed of through correspondence. 
The Commission handled approximately 15,000 complaints in this 
manner during the fiscal year ended June 30, 1936.7" But 4,038 
complaints were docketed for investigation between July 1, 1934, 
and June 30, 1936, because the information in possession of the 
Commission disclosed a substantial possibility of a violation of the 
law. Informal investigations were conducted in 3,693 cases, and 
formal investigations in the remaining 345 cases, pursuant to 
sections 19 and 20 of the Securities Act and to section 21 of the 
Securities Exchange Act.” On June 30, 1936, 2,704 informal in- 
vestigations had been closed and 989 were still pending; of the 345 
cases formally investigated, 160 had been concluded and 185 were 
still pending. The number of cases pending at the close of the last 
fiscal year was only 1,174, as compared with 2,330 at the end of 
the preceding year. 

In conducting the 160 formal investigations, the Commission 
held hearings, summoned witnesses, required the production of 
books, papers, documents, and other relevant material, and, on 
the basis of the evidence obtained, took appropriate action. 
Eighty of these investigations were closed by order of the Com- 
mission, without further action, when it was determined that no 
violation had occurred; in 58 cases the Commission sued for in- 
junctions, and in 20 of the 58 it referred the evidence to the 
Department of Justice for criminal prosecution; in 19 cases it 
transmitted to the Attorney-General evidence of wilful violation 
but did not seek injunctions; and in the remaining 3 cases it 
turned over evidence of mail fraud to the Post Office Depart- 
ment.” 

The Commission has been involved in 102 civil actions with 
respect to enforcement of the Securities Act and the Securities 


7 Tbid., p. 46. ™ Ibid., p. 47. 7 Ibid. 
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Exchange Act, 76 of which were instituted in the year ended June 
30, 1936. Sixty-six were suits for injunctions instituted by the 
Commission and resulted in 142 firms and individuals being en- 
joined from the fraudulent and illegal activities complained of; 4 
were suits against the Commission to enjoin enforcement of the 
Securities Law; 20 were suits brought by investors to whom se- 
curities had been sold in violation of section 12 of the Securities 
Act, in which the Commission appeared as amicus curiae or in- 
tervenor; and 12 were suits to compel testimony of witnesses 
before a trial examiner.” 

Of the 66 suits instituted by the Commission to prevent viola- 
tions of the two acts, 55, according to the 1936 report, were peti- 
tions for injunctions intended to stop violations of sections 5 and 
17.74 Injunctions were obtained against 4 issuers for selling se- 
curities for which no registration statement was in effect, and 1 
case was pending; 7 injunctions were obtained to prevent the use 
of “sell and switch” devices in violation of the provisions of sec- 
tion 17 prohibiting fraudulent sales, and 1 case had been dismissed 
by the court; 10 were secured against brokers and dealers oper- 
ating bucket shops; and 34 injunctions, classified as “miscellane- 
ous,’ were sought to stop numerous illegal activities in violation 
of sections 5 and 17. 

Since its creation, the Commission has referred 70 cases to the 
Attorney-General for criminal prosecution.’ Investigations dis- 
closed wilful violation of the Securities Act in 69 cases, and the 
evidence in 1 case indicated a violation of the Securities Exchange 
Act. Thirty-nine of the 69 cases were referred during the fiscal 
year 1935-36. Indictments were returned by federal courts in 32 
cases, of which 30 were returned during the fiscal year ended June 
30, 1936. Eleven of the cases had been tried by June 30, 1936, and 
47 individuals had been convicted. Thirty-seven had been given 
sentences ranging from ten days in jail to five years in the federal 
penitentiary and/or fines ranging from $100 to $4,000, and 2 
persons had not been sentenced. 


3 Ibid., pp. 48-49. 
4 Ibid., pp. 122-27. 78 Ibid., p. 51. 
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E. CIVIL LIABILITIES 

There remains to be considered the importance of suits for 
damages by investors to recover losses due to misrepresentation, 
as a method of securing compliance with the requirements of the 
Act. 

In case any part of a registration statement contained, when it 
became effective, an untrue statement of a material fact or 
omitted to state a material fact required to be stated or necessary 
to make the statements therein not misleading, the purchaser 
may sue the issuer, the directors, the underwriter, and all persons 
who signed the registration statement, as well as every expert 
who has, with his consent, been named as having prepared the 
part of the statement with respect to which part a material 
untruth or omission is claimed.” 

The liability of the issuer for making false or misleading state- 
ments is absolute, but all other persons may escape liability by 
proving that after reasonable investigation they had reasonable 
grounds for believing and did believe that the statements were 
not misleading.”’? In Getermining what constitutes “‘reasonable in- 
vestigation” and “reasonable ground for belief,” the standard of 
care is that required of a prudent man in the management of his 
own property.” 

Any person who violates section 5 by selling securities for which 
a registration statement is not in effect, or who sells a security by 
means of a misleading prospectus or oral communication, may be 
sued by the purchaser to recover the consideration paid for such 
security, or for damages if he no longer owns it.”° A dealer, how- 
ever, may successfully defend himself against the charge of selling 
a security on the basis of a false or misleading prospectus or oral 
communication by proving that he did not know and could not 
have known of the misrepresentation. 

The amount of damages recoverable by an investor in connec- 
tion with a false or misleading registration statement is the differ- 
ence between the purchase price of the security and its value at 


7% Securities Act of 1933, sec. 114. 
77 Ibid., sec. 110. 78 Ibid., sec. 24. 79 [bid., sec. 12 (1), (2). 
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the time of the action—except to the extent that the defendant 
can prove that a part or all of the decline in value was caused by 
factors other than the material untruth or omission. Or the 
amount recoverable is the difference between the purchase price 
and the price at which the buyer disposed of the security before 
judgment. But the maximum amount recoverable cannot exceed 
the offering price to the public. 

Actions for damages will be entertained if brought within one 
year after the violation is discovered, but such suits are limited to 
a period of three years after the security was bona fide offered to 
the public.** In any suit for damages the court may, in its discre- 
tion, require the plaintiff to give bond to cover the cost of the 
litigation, if it believes that the action is without merit.** This 
provision recognizes the fact that the plaintiff who will resort to 
nuisance suits has, as a rule, no financial responsibility. 

It is a significant fact that the principal criticism of the Act has 
been directed against the civil-liability provisions, which have 
been virtually unused by the public. Companies that have regis- 
tered new issues have not been harassed by suits for damages 
brought by investors seeking to recover losses caused by false and 
misleading registration statements. Actions to recover losses are 
much more likely to be brought against companies who violate 
the law by failing to file a registration statement. 

There is no record of any suit to enforce the civil-liability pro- 
visions of the Act during the first two years that it was in effect; 
and the report of the Commission for the year ended June 30, 
1936, describes only one such action, that of P. S. Lisicky v. 
Continental Distillers and Importers Corporation.*’ The plaintiff 
had purchased some of the shares which were then registered 
under the Act, relying partly on representations made in a pro- 
spectus filed with the Federal Trade Commission, which the plain- 
tiff alleges is false and misleading. The Commission issued a stop- 
order pursuant to section 8d on January 26, 1935. The plaintiff 
sued in the District Court of Columbia on January 24, 1936, 


8° Jbid., sec. r1e, g. 
8 Tbid., sec. 13. **Jbid., sec. 11e. *3S.E.C., Annual Report, 1936, p. 132. 
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under the civil-liability sections of the Act. Eighteen other suits 
of identical nature were brought by other plaintiffs against the 
same defendant but have been stayed, pending determination of 
the first case against the corporation. 

On May 27, 1936, the Commission obtained indictments 
against four of the defendants by referring evidence in the case 
to the Department of Justice. The indictments were based upon 
alleged violations of section 24, which renders unlawful the wilful 
making of false and misleading statements in a registration state- 
ment. 

Much of the criticism of the civil-liability provisions is in- 
tended, presumably, to create the impression that an issuer is in 
constant danger of being found guilty of having sold securities on 
the basis of misleading statements because he did not, and could 
not, know what the material facts were that should be disclosed. 
Perusal of a registration form is the most effective answer to this 
kind of criticism. An issuer is not compelled to rely exclusively 
upon his own judgment as to whether a fact is material when 
drawing up a registration statement. A material fact, as inter- 
preted by the Commission, is any item of information required by 
a registration form. The Act sets forth in broad outline the infor- 
mation which is required to be furnished in any registration state- 
ment; the Commission prescribes the registration form and sets 
forth the requirements that must be complied with. The regis- 
trant, however, must assume responsibility for supplying what- 
ever additional information is necessary to prevent the required 
data from being misleading. 

Companies which register new issues have learned that they 
are not sole judges in determining what additional information is 
“necessary in order to make the statements therein not mislead- 
ing.’’ Examination by the Commission will disclose what it be- 
lieves are untrue statements of material facts, or omissions of 
material facts, the effect of which would be to misrepresent the 
issue to the public. It is reasonable to conclude that, if a state- 
ment has been honestly prepared and discloses the information 
which, in the combined judgment of the issuer and the Commis- 
sion, is considered essential to make the statement not mislead- 
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ing, the possibility of an issuer being sued for damages because 
material facts have been omitted is reduced to a minimum. 

The real point of the criticism is not that the issuer has no way 
of knowing what facts are material but rather that he does not 
agree with the Commission’s interpretation of the term ‘“‘ma- 
terial.’’ He believes that the cost of preparing a registration state- 
ment is excessive because irrelevant information is requested. 
This criticism is valid. Registration forms were not perfect when 
they were adopted. They have since been improved, and will un- 
doubtedly continue to be improved to the point where the cost of 
preparing a statement is reduced to a minimum that is consistent 
with the principal of securing complete disclosure of all essential 
information and the protection of investors. 


III. CONCLUSIONS 


The modest aim of federal regulation of security issues is the 
achievement of truthful disclosure and wide dissemination of 
business and financial information by companies offering new 
issues to the public. Disclosure is achieved by requiring that new 
issues be registered with the Securities and Exchange Commis- 
sion; adequate publicity, by requiring that a prospectus (or a 
registration statement at reasonable cost) be given the investor 
to enable him to judge values intelligently. The present study 
has attempted to examine the law in the light of what has been 
done to encourage and compel disclosure and to prevent mis- 
representation and fraud. The question of whether the investor is 
adequately protected by compelling publicity has not been con- 
sidered. 

Considerable progress has already been made in developing and 
perfecting registration methods and requirements. A series of 
forms was adopted that took into consideration the dissimilarities 
and peculiarities of different classes of issuers and types of securi- 
ties, and these forms are constantly being improved through 
simplification by the development of precision in requirements 
and by reducing the contents of the statement through elimina- 
tion of material that formerly was considered essential. The 
major forms are being subdivided in order to provide special 
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forms for companies engaged in particular types of business and 
for concerns in various stages of development. In addition, a se- 
ries of new forms is being developed to replace those in use for 
certificates of deposit and for securities issued in process of re- 
organization, and additional forms for electric and gas utilities, 
investment contracts, and foreign national and municipal gov- 
ernments. Simplification of the rules and regulations governing 
registration will cause administrative control to become more 
effective. The perfecting of registration forms, in part by elimi- 
nating certain data, as was done in Form A-z2, and in part by 
stating the requirements more exactly, will reduce the time and 
expense involved in preparing a registration statement. 

Companies that have shown a willingness to comply with the 
law and to co-operate with the Commission have experienced very 
little difficulty in securing permission to offer new securities to the 
public. Relatively few of the issues examined by the Commission 
have failed to be approved. Some of the companies that were de- 
nied the right to solicit capital were enterprises whose setup was 
so crude and operations so carelessly conducted that they had no 
right to seek funds from the public. Others, in the promotional 
stage, carelessly and inadequately planned and supervised, were 
unable to give an accurate description of their operations and 
financial condition. Established companies, on the other hand, 
have been able to meet the requirements. Now that yearly re- 
porting by listed companies is required under the Securities Ex- 
change Act, corporations governed by this requirement, or which 
voluntarily assume these obligations, will have little difficulty 
registering under the Securities Act. The annual statement of its 
operations will provide practically all the information needed 
when the corporation seeks additional capital. 

At the time the Act was adopted, it was believed that the 
investor’s principal protection would probably be derived from 
suits for damages against security issuers, underwriters, directors, 
and others, to recover losses caused by material misrepresenta- 
tions in registration statements. The amendment of the Act in 
1934 was the result of criticisms of the civil-liability provisions. 
Suits for damages have not, in fact, been important and are not 
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likely to assume much importance directly as a means of securing 
compliance. To date, only one such action has been instituted, 
and that was in connection with one of the first registration state- 
ments filed with the Federal Trade Commission, before adminis- 
trative control had passed beyond the organizational stage. The 
absence of such actions can be attributed primarily to the 
thoroughness with which each statement is examined and to the 
willingness of most of the registrants to tell the truth. After a 
statement becomes effective, the risk of being sued for damages 
appears to be negligible, even though the action of the Commis- 
sion is not to be construed as a finding that the statement is, in all 
material respects, true and accurate and not misleading. Al- 
though investors may seldom sue to recover damages, the pres- 
ence of the civil-liability provisions in the Act has the beneficial 
effect of compelling disclosure of important information by regis- 
trants who otherwise would be tempted to conceal it. 

The Commission has taken steps to enforce the law against 
persons failing to register issues and against persons engaging in 
fraudulent activities. Information has been assembled and com- 
piled for the Securities Law violations files that will aid both the 
states and the federal government in detecting and preventing 
violations. A vigorous campaign against persons defrauding the 
public will lessen the danger of loss to the public from that type 
of activity. The Commission has litigated numerous cases in- 
volving the use of fraudulent devices; and as a result of prosecu- 
tion by the Department of Justice, fines and prison terms have 
been meted out to the guilty. Activity along this line will have 
the beneficial effect of assuring that all new issues will be regis- 
tered and be subject to control and will increase the hazards of 
engaging in fraudulent practices. 
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THE NATURE OF THE CONSUMERS’ INTEREST 


HE planning of an economy, even the public regulation of 

a single industry, requires that the interests to be affected 

by the plan or the control be carefully stated. Usually 

there is no great difficulty in identifying and labeling the interests 
of particular producer-owner groups immediately involved in con- 
trol schemes; but authoritative thinking and administrative prac- 
tice have recently developed a pronounced confusion with refer- 
ence to the interest of the group to whom, in the last analysis and 
over the economy as a whole, regulation of industry is of the 
greatest importance—the consumer. In the case of a number of 
recent ventures in authoritative control (public and semipublic), 
both in the United States and abroad—notably in the instance of 
the National Recovery Administration—there has been added, 
as a kind of conscience-saving appendage to the public agency in 
charge of administering the particular scheme, a board or com- 
mittee whose function it is to represent the consumer, to present 
and even to press upon the “public-at-large administrative board” 
the special interests of the “consuming public.’* This tendency to 
* The consumer representation movement was given at least ostensible recogni- 
tion on a wide front in this country during the early days of the New Deal—witness 
the Consumers’ Counsel of the Agricultural Adjustment Administration, the Con- 
sumers’ Advisory Board of the National Recovery Administration, and the Con- 
sumers’ Division of the National Emergency Council. More recently, the Bitumi- 
nous Coal Act of 1937 provides for a Consumers’ Counsel to appear in the inter- 
est of the consuming public in any proceeding before the Bituminous Coal Com- 
mission. The English counterpart of this mevement has found expression in the 
Food Council, set up by the Prime Minister in 1925 to investigate and report to the 
president of the Board of Trade, in the interests of consumers or traders, on matters 
relating to the supply or prices of articles of food; the Consumers’ Committees es- 
tablished by the Agricultural Marketing Act, 1931, to represent the interests of 


consumers of products marketed under approved schemes, and to report to the 
minister of agriculture and fisheries on the effect on consumers of any scheme; and 
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accord special representation to the consumer along with that 
given to other special interests, such as that of “laborers’”’ and 
“owners,” is growing despite a hazy uncertainty as to its basis in 
strict logic—i.e., despite the feeling that, after all, the interests of 
consumers are identical with those public interests which the pub- 
lic administrative board itself is established to represent and pro- 
tect. The problem became really acute, although largely unrecog- 
nized (and, hence, not centered for discussion), in the case of the 
Consumers’ Advisory Board of the National Recovery Administra- 
tion. The following analysis is undertaken with the experience of 
the Consumers’ Board particularly in mind; but such conclusions 
as may be valid will have substantial implications for any public- 
control scheme presently or prospectively in operation. The anal- 
ysis will not be concerned directly with the organization to be 
adopted or the practices to be followed by consumers’ advisory 
agencies, nor will it touch upon the desirability or undesirability 
of public regulation; the issue is simply whether or not in the ad- 
ministration of any scheme of regulation of industry there should 
be recognized an identifiable “consumer” interest, to be made the 
subject of representation by a special agency apart from the 
board set up to represent and to act for the public in general.? 
It is easy to assume a tripartite division of interests in industrial 
transactions and affairs—the interest of the owners of the capital, 
the interest of the laborers, and the interest of the consumers of 
the industry’s products. These interests appear clearly when at- 
tention is paid to the immediate effects of single, given transac- 


the committees of investigation provided by the Coal Mines Act, 1930, to investi- 
gate complaints made with respect to the operation of any of the coal schemes, and 
to report to the Board of Trade. The international schemes for the control of tin 
and rubber have each found it necessary during the course of their operation to 
provide for advisory representation of industrial consumers: in the case of tin two 
representatives to be named by American and British tin-plate producers were in- 
vited to sit as advisory members of the International Tin Committee, and in the 
case of rubber a panel named by American and European rubber manufacturers 
offers advice to the International Rubber Regulation Committee. A ‘consumers’ 
board” with an interesting combination of advisory and plenary powers is the Irish 
Free State Prices Commission set up by the Control of Prices Act, 1932. 

2 The argument will proceed along lines followed in an unpublished report which 
I made to the N.R.A. during the “‘study period’’ which succeeded its active life as a 
regulatory agency. 
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tions—when, for instance, consumers are required to give more in 
return for the industry’s products or are induced or forced to 
take products of a lesser quality; or when labor is in a position 
to demand more (or less) of the amount which consumers pay, and 
when the relative position of the parties is such that labor’s de- 
mands are so transmitted through the owners as to fall upon con- 
sumers, or the demands of consumers for cheaper goods are passed 
by owners on to the shoulders of labor in the form of wage reduc- 
tions. The National Recovery Administration recognized and 
felt the force of this tripartite division in a momentary flash al- 
most at the outset of its operation, and the Consumers’ Advisory 
Board (however little it may have prospered at the hands of the 
Administration in later months) was the immediate result. But 
in the days that followed the Administration grew uneasy; it was 
never quite certain whether or not it was on sound footing 
(theoretically, administratively, or “tactically”) in according 
representation to consumers on ostensibly the same basis as and 
co-ordinately with “industry” and “labor.” Having cast the die 
the Administration did not seriously threaten thereafter to refuse 
recognition of a separate consumer interest, but its conduct in 
succeeding months suggested an increasing doubt. For whatever 
reasons, the Administration was willing to continue the “extra” 
protection which it had granted to consumers through the crea- 
tion of the Consumers’ Advisory Board, but it could not rid itself 
of the feeling that “consumers” and “the public” were coter- 
minous groups, and that the Administration itself in representing 
the public interest really afforded to consumers all the protection 
which they required and to which they were entitled. 

But the Consumers’ Board yielded no ground in this direction. 


3 “While the Administration itself is directly responsible for safeguarding the pub- 
lic welfare and effectuating public policy, the actual consumers’ interest is a matter 
of primary and acute concern. If that is not watched—at all times and from every 
angle—the whole plan may be imperilled. To provide against this the Administra- 
tion itself has chosen a Consumer’s Advisory Board which is responsible for watch- 
ing every agreement and every hearing to see that nothing is done to impair the 
interest of those whose daily living may be affected by these agreements” (N.R.A. 
Release No. 11, June 25, 1933). It should be added that the Consumers’ Board was 
at no time in a position “‘to see that nothing is done . . . . ”; its powers were never 
other than advisory, and it was several months before it could take even these powers 
for granted. 
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Created, full blown, as an agency to represent and protect a 
special, identifiable interest apart from that of the general public, 
it permitted itself no serious question as to the existence of this 
special interest. It maintained an aggressive and unyielding 
front against all suggestions that any agency designed and estab- 
lished to serve the interest of the total public could effectively 
(and even appropriately) protect the special interest of the con- 
sumer. None the less, apart from a few sporadic statements by 
certain of its members acting as individuals and desultory dis- 
cussion among the staff advisers, no attempt at an analysis of the 
identifying marks of the special consumer interest was made by 
the Board. The Board bent every effort to protection of the con- 
sumers’ interest, but it cannot be doubted that failure to analyze 
the exact character and to lay out the specific bounds of that 
interest resulted in a noticeable scattering of the Board’s fire. 

A report transmitted by the Secretary of Agriculture to the 
Senate‘ sets forth the interest of the business man or “owner” as 
consisting of scarcity, value, and maximum profits, whereas the 
interest of the consumer lies in goods and satisfactions. The 
statement goes on to point out that the public consists of pro- 
ducers (owners, industrialists), laborers, and consumers, and that 
the role of the government, acting impartially in the interest of 
the entire public, is to stand between the interest groups, each of 
which is contending for its own selfish objectives. ‘To place any 
Government official in the position of having to represent both the 
public interest and the consumer interest is to make him both 
judge of all parties and counsel for one of the parties at interest.’’s 
Another statement, issued for confidential circulation among 
members of the Board and its staff, illustrates the difference be- 
tween the consumer and the public interests by reference to the 
cases of cotton textiles and bituminous coal, in both of which 
“consumers got bargains for years at the expense of misery among 
workers and bankruptcy of owners.” In these cases, “promotion 
of the public interest required that the consumers’ advantage be 


4 Industrial Prices and Their Relative Inflexibility (Sen. Doc. 13, 74th Cong., 
ist sess. [1935]), pp. 28-30, 32-34. The author of the report, Dr. Gardiner C. 
Means, was a member of the Consumers’ Advisory Board as well as economic ad- 
viser on finance to the Secretary of Agriculture. 


5 Ibid., p. 34. 
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cut down by public authority acting on behalf of workers and 
owners.” 

It seems clear that the interest of particular owners lies in such 
scarcity as will result in a maximization of profits, and the ap- 
parent immediate interest of particular consumers in increased 
production and lower prices, even at the expense of the particular 
owners. It is clear, as well, that all industrial owners considered 
as a group might well fix upon “maximum-profit scarcity” as a 
group objective, although there would inevitably be uneven gains 
and hence conflict within the group. But, when one turns to the 
logically co-ordinate group of industrial consumers, a difficulty 
which was present in a lesser degree in the simpler illustration now 
arises in a form which cannot be ignored. The simple fact is that 
there is no such group: consumers of industrial products are, of 
necessity, consumers as well of agricultural products and personal 
services. As consumers of all products and services, they can have 
no group interest in the unrestrained production of certain goods 
at the expense of shortage of other goods and services. It must be 
borne in mind that in an economy, productive resources and in- 
struments employed in one direction are, perforce, rendered in- 
capable of being employed for production in any other direction. 
It may well be true that consumers of cotton textiles and bitumi- 
nous coal have been advantaged for years at the expense of 
laborers and owners, but, since this is a world of scarce resources, 
any such gain has been at the expense also of other consumers, 
and at the expense even of themselves as consumers of other 
products. Because of the misdirection of productive resources 
consumers in general have been forced to pay higher prices for, 
and been able to enjoy fewer, goods of other kinds. The total con- 
sumer interest, no less than the interest of owners and laborers 
in the coal and textile industries, could best have been served by 
a better allocation and direction of the resources which (mis- 
takenly, it is assumed) have found their way into the production 
of coal and textiles. And what else could be demanded in the 

*In this discussion it is necessary frequently to refer, explicitly or by implica- 
tion, to ‘correct allocation,” “‘proper allocation,” or “‘better allocation.” It is 
my belief that the points I am interested in making with reference to the nature of 


the consumer and public interests do not depend for their validity upon any choice 
between allocation under a price mechanism assuming present ownership of re- 
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interest of the public? The public interest must consist in the 
fullest use of productive factors (consistent with existing ideals 
or standards of leisure) employed in the right direction. It is diffi- 
cult to discover any divergence between the interests of the public 
and those of the total consuming group.’ 

Of course, any single consumer has a special personal interest 
as well as his interest as one of the body of consumers in general 
in defending his position in given transactions against overreach- 
ing pressure and demands from other special-interest groups, but 
any positive special interest of consumers can at most relate only 
to an immediate, short-run concern of individual consumers of 
particular goods in particular transactions. This interest is a com- 
pelling one in fact because of the importance which the purchase 
immediately at hand assumes in relation to more distant, “‘theo- 
retical’’ consequences; and also because, when one is concerned 
with the terms governing the immediate disposition of goods al- 
ready produced or facilities already dedicated irrevocably to cer- 
tain uses, one is inclined to neglect the bearing of those terms 
upon the allocation of factors and direction of production in the 
future. This immediate interest appears in the case of consumers 
bargaining across the counter with producers; it appears, too, in 
special cases of public price determination—e.g., where a public- 
utilities commission, acting for the public, chooses between or 
compromises the conflicting special interests of producers and 
sources and existing distribution of purchasing power, on the one hand, and any 
other ownership and distribution situation, or, indeed, any other system of alloca- 
tion, on the other hand. A discussion of the character of and the mechanism for 


attaining a “‘correct allocation’ and a “proper balance,” while extremely signifi- 
cant, is not immediately pertinent and would carry this article far afield. 

7 A possible divergence might be worked out on the following lines: since people 
prefer in the main to loaf rather than to labor, it is in the interest of individuals as 
producers to produce for a minimum number of hours per day; since people greatly 
enjoy the consumption of goods and services, it is in the interest of each individual as 
a consumer to advocate maximum production; individuals taken as a group in 
their public capacity must establish some compromise point between the two ex- 
tremes. But the apparent divergence can be made to disappear by regarding con- 
sumers as having an interest in the consumption of leisure as well as the consump- 
tion of goods and services. A similar approach can be had to the problem, say, of 
“child labor.’’ It is difficult for me as a consumer to distinguish between my satis- 
faction in obtaining goods of desired quality and my satisfaction in obtaining goods 
produced under conditions of which I approve. I doubt whether the first is to be 
denominated a ‘‘consumer”’ satisfaction, and the second, properly, a ‘‘public”’ satis- 
faction. 




















“CONSUMER” AND “PUBLIC” INTERESTS 103 


special (immediate) interests of particular consumers. So, too, 
this immediate consumer interest appeared in each of the thou- 
sands of cases that came before the National Recovery Adminis- 
tration, particularly if each case be regarded as a unit in itself 
rather than as an element in a total economic pattern which the 
Administration was seeking to draw. It is true that N.R.A. prob- 
lems and decisions related principally to industrial structure and 
to practices affecting prices only indirectly, but prices, qualities, 
and quantities were inevitably involved and affected, and the im- 
mediate positive interest (as well as the defensive interest) of the 
consumers of particular products under consideration was cor- 
respondingly at stake. 

Under the N.R.A., then, the Administration found itself sub- 
jected to conflicting pressures from owners, laborers, and con- 
sumers. Owners sought restriction and profits, laborers sought re- 
striction and higher wages, and the immediate consumer interest 
in lower prices was always present, although rarely pressed. But 
the general, long-run consumer interest, present and pressed in 
every case, was flatly opposed to all of these special interests— 
to the hasty, short-run interest of particular consumers as well as 
to the interests of the other special groups. It was possible (how- 
ever ill-advised in particular instances) for the Industrial Ad- 
visory Board to represent the special interests both of particular 
industrial owners and of industrial owners as a group; similarly, 
it was possible for the Labor Advisory Board to press the special 
interests of laborers in a particular industry and of industrial 
laborers in general. But it was never possible for the Consumers’ 
Advisory Board to represent at the same time the immediate 
interest of particular consumers in excessive production and prices 
lowered without regard to repercussions throughout the rest of 
the economy, and the interests of consumers as a whole in the 
proper distribution and balance of society’s productive factors 
and resources. The Consumers’ Board could, logically and con- 
sistently, defend the interest of particular consumers as part of 
the general consumer (and public) interest against special claims 
of industrial owners or laborers; it could not, consistently with its 
duty to consumers in general, carry its representation of immedi- 
ate consumer interests positively beyond the point where those 
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interests ran counter not only to the special interests of owners and 
laborers but to the larger interests of consumers in general. And 
consumers’ interest, in this latter sense, clearly coincides sub- 
stantively with the interest of the public. 


REPRESENTATION OF THE CONSUMERS’ INTEREST 


Assuming the validity of the foregoing analysis, what place 
can be deemed to exist for a board or bureau representing the 
interest of consumers in a regulatory organization already pro- 
vided with an administration specially charged to protect the 
interest of the public? Such a board could defend each group of 
consumers as, in succession, each group came to be considered 
vis-A-vis its co-ordinate groups of owners and laborers against 
such demands as the board deemed unwarranted on general pub- 
lic grounds; but if it stopped at this point and failed to urge the 
special, immediate claims of consumers its activity would be in 
no way inconsistent with the duties of an agency representing 
the public in general. The Consumers’ Advisory Board was a 
representative of consumers in general, and the Recovery Ad- 
ministration which it advised was an appointed guardian of the 
public interest. The experience of the Consumers’ Board in its 
relation to the Administration raises sharply the issue as to 
whether such a board is called for by the demonstrated needs of 
such a situation as that which faced the Recovery Administra- 
tion. The answer of experience is in the affirmative. 

The diversity in function between agencies representing con- 
sumers in general and those acting for the general public springs, 
not from any diversity in the substantive, long-run economic 
interests which they represent, but from a natural diversity in the 
interests and capacities-to-act of the agencies. An administrative 
agency is, after all, responsible for action. It must make decisions 


§ As a special consumers’ advocate, the board’s immediate objectives would be 
extremely narrow—special advantages for each consumer group in turn. Such a 
board should be staffed by men trained and experienced in the technical details of 
the industries or trades involved; indeed, industries or trades who were themselves 
consumers (in process) of the products of other industries and trades might be ex- 
pected to support a board of this type and to “‘lend”’ some of their own employees as 
staff members. It might be well for strategic reasons that the staff be trained in 
broader economic philosophy, but such training would bear little relevance to the 
avowed objectives of the board, and if, perchance, it came to affect too strongly the 
board’s aims and activities, the “‘broader” training would be a positive detriment. 
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and those decisions must work. It has a duty to protect the gen- 
eral public interest—but, by the very nature of its task, it is 
bound to vest the term “public interest” with a meaning in which 
far-reaching, economic considerations are modified by considera- 
tions of governmental expediency. It must, in the public interest, 
and within the highly flexible limits fixed by that interest as 
influenced by political factors, reconcile conflicting contentions 
and pressures, and merge them into a program of action. And 
that program, although designed to express and achieve a goal 
consistent with the interest of the general public, may in any 
instance be quite different from a program which long-run eco- 
nomic (consumer) considerations alone would have dictated. 
Further, by virtue of our centuries-old judicial tradition which 
conditions the atmosphere and operations even of our adminis- 
trative tribunals, the public board must be impartial, if not com- 
pletely “‘passive,” in its approach. In this situation it is impera- 
tive that the general consumer interest be pressed with skill, 
vigorous determination, and courage by an agency specially desig- 
nated and equipped to perform the task. In the atmosphere of a 
trial, unrepresented interests of a “general” character are bound 
to be slighted even by the best-intentioned tribunal. The entire 
public consumes, and in this capacity it is interested in its own 
long-run economic welfare; but, as individual producers, mem- 
bers of the public have an active interest which they will urge 
positively as against general consumer interests in particular 
goods, and in disregard of the implications of their producer posi- 
tion for their own more remote general interests as consumers. 
The conception of a public administrative agency established 
to serve the general public interest, played upon by special, 
articulate interests, leaves room for an agency acting in an ad- 
visory capacity designed to work out and press for the adoption 
of an administrative program expressive of the general consumer 
interest—the unalloyed, nonpolitical, long-run economic interest 
of the general public.? Such an agency is not to be confused with 
a mere fact-finding bureau. A fact-finding bureau should exist, 


® This is not to suggest that the consumer board may not find it necessary, as 
part of its own strategy or tactics of persuasion, occasionally to make concessions, to 
compromise, and to “bargain” with the board or the representatives of otherinterests. 
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of course, either as a part of or separate from the consumers’ 
board, but the peculiar function of the consumer agency per se 
is to advise on matters of policy and not merely to uncover and 
arrange factual data. In a very real sense, a consumers’ board, 
counterpoised against representatives of narrower group inter- 
ests, is in a position to serve as a “public conscience” with refer- 
ence to the presumably impartial public administrative author- 
ity,” and to counteract group pressures which threaten too 
marked a deviation of policy from the path pointed by basic, 
general economic considerations. It might be added that, where 
the public administrative agency has a promoting as well as a 
decision-making function, and where, for whatever reasons, its 
point of view is almost admittedly “industrial,” the necessity for 
the presence in the organization of a board charged with the task of 
representing the general consumer interest is even more apparent. 

This conception of a general consumer interest coinciding with 
the interest of the general public, and yet requiring for its effec- 
tive expression a separate consumers’ board to give advice to the 
governmental agency acting for the general public, received a 
most thoroughgoing operative test during the life of the National 
Recovery Administration. There will be few who will argue that 
the Consumers’ Advisory Board did not in fact perform (the 
quality of the performance is not here in issue) a necessary and 
worth-while function in the work of the Recovery Administration. 
Yet the work of the Consumers’ Board had little purpose or 
meaning save in terms of a general as distinct from a narrow, im- 
mediate consumer interest. The Board was never staffed to rep- 
resent particular, special interests, and those interests gave it only 

‘© This raises the question, of course, as to whether the public authority which 
is to be advised on consumer interests is, itself, to appoint the advisers, and from 
what group. I suggest that the members of any consumer advisory agency be ap- 
pointed by public authority outside of the particular agency whose “conscience is to 
be kept’”’—by the President, in case a federal agency is involved. They should be 
drawn from that portion of the general public whose special interests as producers or 
laborers are not directly involved in matters on which advice is to be given. Prob- 
ably the reason why the best consumer representatives in the N.R.A. were to be 
found in the ranks of the professions and technicians was not because these groups 
are “‘purer’’ than others, but because the N.R.A. held out no possibilities to them as 
producers. Consumer representatives might well come from the ranks of voluntary 


consumer organizations, but only in so far as this suggests an interest on their part 
and possibly some professional competence, and not because of their “‘point of view.” 
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a minimum of active support.” The Board and its staff had little 
interest in pressing the claim of special consuming interests 
beyond the point set by purely defensive considerations—i.e., the 
point at which they coincided with the interests of consumers in 
general. The policies advanced by the Board and the arguments 
employed in behalf of the policies ran exclusively along lines di- 
rected to the establishment and maintenance of a desirable eco- 
nomic system as a whole—a system responsive to the economic 
demands of the total community. It urged the preservation— 
indeed, the creation—of elasticity and flexibility in the country’s 
productive and distributive mechanism; and it fought against the 
establishment of artificial rigidities calculated to protect existing 
properties and equities at the expense of the rest of the commun- 
ity. Almost alone among governmental agencies at the time it 
was the avowed foe of the hysteria of restrictionism which swept 
the country as an outgrowth of the depression. 

But in all this the Board, although its mode of expression took 
the form principally of reports on particular codes, made its 
stand not in the special interest of particular consumers, but in 
the balanced interest of all consumers. Every one of its hundreds 
of individual code reports formed a part of a total consistent 
pattern. The Board may almost be said to have been unaware of 
the possibility of urging the advancement of particular consumers 
at the expense of the general public (consumers in general). 

And yet, throughout its life, there always lurked an uncertainty 
that softened the Board’s attack. Consumers’ Board code ad- 
visers, ostensibly co-ordinate with labor and industrial advisers, 
were aware, without being able to specify the difference, that they 
were in reality upon a different plane—doing a different kind of 
work. Neither the Board nor the Administration halted their 
feverish activity to make an inquiry whose carefully spelled-out 
answer, acting imperceptibly, might greatly have increased the 
Board’s effectiveness and saved the Administration many regrets. 
There was a job to be done and the Board was doing it. But it 
needed to know explicitly the nature and limits of its task, and 
why this Board was called upon to perform it. 


* Indeed, in certain instances, the industrial interests of particular parties were so 
strong that they preferred to sacrifice openly and completely their interests as indus- 
trial consumers, and specifically disclaimed any allegiance to the Consumers’ Board. 
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AWFUL money is a term used both in common law and in 
‘i United States law. There is, however, no precise meaning 
for this phrase. The primary meaning of lawful money is 
legal tender, but frequently a broader interpretation must be ap- 
plied. In the National Banking Act and the Federal Reserve Act 
the phrase is not defined, and the administrative authorities have 
been obliged to apply a rather arbitrary formula. The extension 
in 1933 of legal tender power to all types of money has raised the 
specific question of the meaning of lawful money with reference 
to the redemption of paper money and to the reserves of the 
Federal Reserve banks. Congress can remove the ambiguity by 
passing a comparatively simple statute. 


THE SEVERAL ASPECTS OF LAWFUL MONEY 


The phrase “lawful money” is used frequently in the courts 
where it is given a wide variety of meanings. It occurs repeatedly 
in the money and banking laws of the United States, but it is not 
explicitly defined. As the result of the use of an ambiguous term, 
a perplexing state of affairs confronts the student of money and 
banking. He can never be certain what is meant when the term is 
encountered. Sometimes legal tender is referred to, but very fre- 
quently a much less restricted interpretation is called for. 

The question of the meaning of lawful money is of broad legal 
and economic significance. In this paper emphasis is placed upon 
the economic issues, but the legal aspect may not be entirely dis- 
regarded. The fundamental point has to do with reserves of the 
Federal Reserve banks and hence directly with expansion of bank 
deposits, The redemption of paper money is also involved, but 
this is of secondary importance. As the matter now stands, espe- 
cially in view of the fact that legal-tender powers of money in the 
United States have recently been altered, the volume of reserves 
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of the Federal Reserve banks is indeterminate, and the redemp- 
tion of paper money constitutes a paradox. 

In order to understand the present situation the development 
of the concept of lawful money must be traced. Only by noting 
carefully the interpretation given to the term by the courts, by 
Congress, and by administrative authorities in a wide variety of 
circumstances can the character and importance of the ambiguity 
be understood. 

USAGE IN THE COURTS 

Although the purely legal aspects of the question are not in- 
volved here, the use of the term “lawful money” in the courts has 
a bearing on the immediate issue because the interpretation of the 
term in the statutes is based upon legal precedent. The phrase 
was used at common law before it appeared in the statutes of the 
United States. The courts were familiar with it as early as the 
eighteenth century.’ Legal authorities are obliged to pass upon 
the meaning of the term very frequently in cases involving the dis- 
charge of contractual obligations and indictment for theft of 
money. Since the law places a premium upon precision of lan- 
guage, one is not surprised to find the question of the meaning of 
lawful money raised again and again. 

Curiously enough, the interpretation accepted by the courts 
is not rigorous. Before the law, the primary meaning of lawful 
money is legal tender, but a disposition exists on the part of the 
court to accept under certain circumstances a broader meaning.” 
This is readily explainable. The courts will not always be bound 
by technicalities of language and may insist upon looking into the 
intent of the contesting parties. In one case a decision was ren- 
dered that the defendant was guilty of having misapplied lawful 
money, although the funds came to his hands in the form of 
drafts.’ Similarly, the notes of state banks were ruled to be lawful 

* Dorrace v. Stewart (Pac.), 1 Yeates 3409. 

?See Bouviers Law Dictionary (St. Paul: West Publishing Co., 1914), p. 1885. 
For more extended definition and citation of cases see Judicial and Statutory Defini- 
tions of Words and Phrases (St. Paul: West Publishing Co., 1904), V, 4027, 4031-32; 
ibid. (2d ser., 1914), III, 42 and 47; ibid. (3d ser., 1928), IV, 793; ibid. (4th ser., 1933), 
II, 540. The leading cases cited are 2 Salk. 446; 5 Mod. 7; 3 Ind. 358; 2 How. 
(U.S.) 244; 3 How. (U.S.) 717; 16 Ark. 83; and 1 Hempst. (U.S.) 236. 

3 State v. Neilson, 73 Pac. 321, 322; 43 Ore. 168. 











110 EDWARD C. SIMMONS 


money on the grounds that they existed by authority of govern- 
ment and were the only medium of exchange in common use.‘ 
Sometimes the court will insist on the primary meaning. A de- 
fendant was found not guilty of larceny of lawful money when it 
was shown that he had stolen national bank notes.‘ 

The issues before the courts on this matter are not specifically 
those which are involved here. But the willingness of the law to 
accept a meaning for lawful money broader than legal tender is 
important, especially in view of the fact that this doctrine had 
crystallized before the term appeared in the laws of the United 
States. 


MEANING IN UNITED STATES LAWS ON MONEY AND BANKING 


Congress did not have occasion to use the term until 1862, when 
in authorizing the issuance of United States notes it provided that 
they were to be “lawful money and a legal tender.’ The debates 
on the bill give no clue as to the reason for describing the issue as 
“lawful money,’”’ but Congress may have been desirous of pro- 
moting the acceptability of greenbacks.’ It will be recalled that 
the power of Congress to make paper money a legal tender was 
established only at a later date by the legal-tender cases. Perhaps 
the drafters of the bill had in mind the courts’ willingness on 
occasion to apply a broad construction to lawful money. But 
making the United States note a legal tender automatically made 
it lawful money in the ordinary sense of that term. 

No other type of money has been specifically designated by 
Congress as lawful money.* However, the phrase appears in vari- 
ous laws, with the result that its meaning has been extended to 

4 M’Eowen v. Rose, 5 N.J. Law (2 Southard 582, 583). However, for a contrary 
ruling see Garner v. State, 13 Tenn. (5 Yerg.), 160, 162. 

5 Hamilton v. State, 60 Ind. 193, 194, 28 Am. Rep. 653. 


6 Act of February 25, 1862. 

7 The debates are to be found in the Congressional Globe (37th Cong., 2d sess.). 
The original bill (H.R. 240) contained the lawful-money stipulation. It is interesting 
to note that Vallandigham’s amendment would have made greenbacks acceptable 
for public dues but not lawful money or legal tender. 

8 The following exception should be noted. Demand notes of 1861 were made 
lawful money by the Act of March 17, 1862. This type of currency was used only 
during the Civil War. 
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certain other types of money. The laws governing the national 
banks present an interesting case.® 

When the national banking system was established, greenbacks 
were the only money in circulation, and in using the term “lawful 
money” in reference to reserves and redemption of national bank 
notes Congress was definitely referring to United States notes. 
This is most clearly seen in the act which established the 5 per 
cent redemption fund for national bank notes, for in this act 
lawful money and United States notes are used interchangeably.'® 
With the resumption of specie payments in 1879 and the appear- 
ance of silver certificates following the passage in 1878 of the 
Bland-Allison Act, a new problem was created. Were coins and 
coin certificates to be regarded as lawful money? In 1881 the at- 
torney-general ruled that coins were lawful money under the re- 
demption-fund act, thus disposing of one issue." In 1882 a law 
was passed making silver certificates and gold certificates eligible 
for use as reserves by national banks.” Nothing was said con- 
cerning their being lawful money, and, although neither was legal 
tender, they were made lawful money by inference, since the 
reserves of national banks by an earlier law had to consist of 
lawful money.’? By these steps lawful money was extended so as 
to include all forms of money issued by the United States govern- 
ment.’ Lawful money thus became much more inclusive than 
legal tender. 

* The following sections of the National Bank Act as amended are pertinent; 
Pars. 304, 313, 314, 315, 343, 403, 408, 415, 417, 703, 710, 711, and 714; see also 
31 U.S.C.A. 121, 122, 123, and 124. 

© Act of June 20, 1874. 

" Official Opinions of the Altorneys General, XVII, 122-24, 144-45. Congress 
has specifically dealt with this issue in the case of national gold banks, stating that 
the lawful reserves of these banks should consist of gold and silver coin (Act of 


July 12, 1870). These banks were never of much importance. For a description of 
this type of institution see Annual Report of the Comptroller of the Currency for 1935, 
pp. 829-30. 

™ Act of July 12, 1882. 

3 Congress desired to encourage the use of the silver certificate. The significance 
of this legislation in the case of the gold certificate is explained in my paper, “The 
Gold Certificate,” Journal of Political Economy, XLIV (1936), 534-43. 

4 Treasury notes of 1890 were also legal tender, so that they, too, were lawfu 
money. 
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In another connection involving national banks, lawful money 
came to have even a less restricted meaning. Those national 
banks maintaining circulating notes have been obliged to make 
remittances to the Treasury from time to time in order to re- 
plenish the redemption fund or to retire circulation. With the 
establishment of the Federal Reserve banks as fiscal agents of the 
Treasury, the national banks were enabled to remit by drawing 
checks on their balances at the Reserve bank in favor of the 
Treasury. With respect to these operations, lawful money came 
to mean deposits in a Federal Reserve bank. The retirement of 
all national bank notes in 1935 makes this point of historical im- 
portance only. It is interesting to note, however, that since the 
national banks did not actually ship lawful money to the Treasury 
but drew on their reserve balances, a loss of member-bank reserves 
tended to occur." 

With the establishment of the Federal Reserve System, the 
question of the meaning of lawful money again presented itself. 
The term was used repeatedly in the original Federal Reserve Act 
and also appears in various amendments. No definition is given 
in the Act. Lawful money is mentioned in connection with the 
reserves against deposits of Federal Reserve banks, the discharge 
of liability to Federal Reserve agents by Federal Reserve banks, 
the redemption of Federal Reserve notes, and the redemption and 
retirement of Federal Reserve bank notes.”* A survey of the inter- 
pretations used by the Federal Reserve authorities may prove to 
be enlightening. 

The Federal Reserve banks are obliged to hold a 35 per cent 
reserve against deposits, and prior to 1934 this reserve might con- 
sist of gold or lawful money.’? The authorities interpreted lawful 
money to mean money issued by the government, with the excep- 
tion of subsidiary silver coins and minor coins, both of which were 

*S The loss of reserves amounted to about two hundred million dollars, because 
most of the notes were secured by bonds which the Treasury simultaneously re- 


deemed (Federal Reserve Bulletin [1935], p. 203; Annual Report of the Board of Gov- 
ernors of the Federal Reserve System for 1935, p. 28). 


© The Federal Reserve Act, sec. 16, pars. 1, 3, 5, 6, and 8; and sec. 18, par. 6. 


"7 The change made in 1934 is treated in the next section. 
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excluded because of their limited legal-tender quality."* The same 
meaning as had been used by the national banks was adopted 
with the exception that small coins were excluded. Silver certifi- 
cates and gold certificates, neither of which were legal tender, were 
included.’® National bank notes, Federal Reserve bank notes, and 
small coins held by Federal Reserve banks were carried on the 
statement as “‘non-reserve cash.”’ In 1915 the Federal Reserve 
Board issued a ruling on the meaning of lawful money, saying that 
the primary meaning is legal tender. Specifically the Board ruled 
that silver certificates might be transferred to a Federal Reserve 
agent by a Federal Reserve bank to reduce liability for Federal 
Reserve notes.”® Actually, the use of lawful money for this pur- 
pose does not appear to have been of much importance. 

The interpretation of the phrase “lawful money” was not of 
great importance to the Federal Reserve authorities prior to 1933. 
The accepted position was that lawful money meant legal tender, 
but that certain qualifying factors had to be taken into account. 
The Federal Reserve Board’s sole ruling did not deal with the 
issue im toto. One must examine the statements of the Federal 
Reserve banks to see how lawful money was interpreted with 
respect to reserves against deposits. 


RESULTS OF BROADENING LEGAL-TENDER POWERS 


The revision of the monetary system of the United States in 
1933 and 1934 again raises the question of the meaning of lawful 
money. By making all forms of money a legal tender, by vesting 
the title to all monetary gold in the United States, and by re- 
peatedly using the term “lawful money,” Congress has opened 
a controversial subject. The extension of the legal-tender power 
is the fundamental point. 

The most important matter is the effect on the reserves of the 

8 The principle of limiting the legal-tender power of small coins was originally 
incorporated in our monetary system in 1853, but the limitation of legal-tender 
power was not regarded as a factor in determining the lawful-money quality under 
the national banking system. 

19 Gold certificates were, however, given legal-tender power in 1919. 

2° Digest of the Rulings of the Federal Reserve Board, 1914-27 (1928), XVI, 92; 
Federal Reserve Bulletin (1915), pp. 12-13. 
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Federal Reserve banks, for the quantity of these reserves is the 
primary determinant of the supply of money. As the Federal Re- 
serve Act now stands, the reserve against Federal Reserve notes 
must consist of gold certificates only, so that the meaning of law- 
ful money is of no moment with respect to notes, but the reserve 
against deposits must consist of gold certificates or lawful 
money.”* Unless lawful money can be given a precise meaning, 
the reserve position of the Federal Reserve banks cannot be 
determined. 

The legal-tender powers of money in the United States are 
governed by the following section of the statutes: 

All coins and currencies of the United States (including Federal Reserve 
notes and circulating notes of Federal Reserve banks and national banking 
associations) heretofore or hereafter coined or issued, shall be legal tender 
for all debts public and private, public charges, taxes, duties, and dues, 
except that gold coins, when below the standard weight and tolerance pro- 
vided by law for the single piece, shall be legal tender only at valuation in 
proportion to their actual weight.” 

Obviously the reference to gold coins has been rendered obsolete 
by their elimination from the monetary system by the Gold 
Reserve Act of 1934. The former limitations upon the legal-ten- 
der power of subsidiary silver coins and minor coins appear to 
have been repealed. Although there may be some basis for with- 
holding judgment on this point, the Federal Reserve authorities 
have taken this position.” Federal Reserve notes, Federal Re- 
serve bank notes, national bank notes, and silver certificates have 
become full legal tender. Since the greenback period, legal-tender 
power has been of no significance with reference to the discharge 
of debts, because all forms of money have been at parity with one 

* Before the passage of the Gold Reserve Act of 1934 the reserve against de- 
posits had to be held in gold or lawful money. Gold certificates thereafter replaced 
gold because title to monetary gold was vested in the government. 

* Joint Resolution of June 5, 1933. Essentially the same provisions were in- 
cluded in the Thomas Amendment (Act of May 12, 1933), which was amended by 
the Joint Resolution cited. 

23 The uncertainty arises over the question as to whether a general statute re- 
peals a specific statute. The compilers of the United States code have retained the 


laws limiting legal-tender powers of small coins (see the Code of the Laws of the 
United States of America in Force Jan. 3, 1935, title 31, pars. 459, 460). 
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another. The change in legal-tender power is of immediate im- 
portance only in that it extended the scope of lawful money. 

As soon as Congress had granted full legal-tender power to all 
forms of money, the Federal Reserve banks changed the composi- 
tion of the reserves against deposits. They had carried national 
bank notes, Federal Reserve bank notes, subsidiary silver coins, 
and minor coins as “non-reserve cash,’’ and lawful money as 
“reserves other than gold.”’ These two items were thereupon com- 
bined, and the new item was called “other cash.’”’ The elements 
under this caption constitute legal reserves against deposits in 
Federal Reserve banks and consist of the following: 


United States notes Federal Reserve bank notes of 
Silver certificates other Federal Reserve banks 
Standard silver dollars Subsidiary silver coins 

National bank notes Minor coins*4 


The foregoing are all full legal tender. It will be observed that 
“other cash” does not include a Federal Reserve bank’s own 
Federal Reserve notes or Federal Reserve bank notes, but it does 
include Federal Reserve bank notes of other Federal Reserve 
banks. The latter type of currency can be paid out over the 
counter. One need hardly say that an anomalous situation is cre- 
ated by using national bank notes and Federal Reserve bank 
notes as reserves against deposits of the central banking institu- 
tions. The anomaly has in a sense been disposed of by placing 
these two forms of currency in retirement, but the fundamental 
issue still remains. 

Another issue raised is whether or not Federal Reserve notes 
can be used as reserves against deposits by Federal Reserve 
banks. They are legal tender and therefore lawful money. The 
Federal Reserve authorities follow the practice they have always 
used of treating the Federal Reserve notes of other Federal Re- 
serve banks as a receivable rather than as cash. This practice 
follows the intent of the Federal Reserve Act, which included a 
provision for the prompt return of notes that stray into other 
Federal Reserve districts.** In a sense, the Federal Reserve au- 

24 Weekly Statement of Federal Reserve Banks, May 17, 1933. 

2s The Federal Reserve Act, sec. 16. 
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thorities are applying a supplementary test in determining the 
meaning of lawful money. The use of a Federal Reserve bank’s 
own Federal Reserve notes (or even Federal Reserve bank notes) 
as reserves against deposits raises another point. The banking 
and issue departments of the Federal Reserve banks have never 
been formally separated, as is the case with the Bank of England. 
Actually the separation exists to the extent that the Federal 
Reserve banks and the Federal Reserve agents are accounting 
entities. The separation might be made by a change in adminis- 
trative practices. If it were made the banking department could 
use the notes of the issue department as lawful money reserves. 
Such a change would add greatly to the expansive possibilities of 
the Federal Reserve banks. 

This matter turns about the point that reserves against de- 
posits may consist of either lawful money or gold certificates. 
Assuming a separation of the departments, the banking depart- 
ment might transfer gold certificates and collateral (at present 
eligible paper and government securities) to the issue department 
in exchange for notes. By this process, for example, $400,000,000 
of reserves in the form of gold certificates could be increased to 
$1,000,000,000 of reserves in the form of Federal Reserve notes 
(if Federal Reserve bank notes are considered, the lawful money 
reserve obtained would equal $8,000,000,000). Assuming a five- 
fold deposit expansion by the member banks, the added reserves 
would permit the creation of $3,000,000,000 of new deposits. 
Clearly this is a matter of some importance to the economist. 

Actually the separation of the banking and issue departments 
does not appear to be contemplated, for the Federal Reserve 
authorities in 1935 suggested the elimination of the present plan 
of note issue through the Federal Reserve agent.”* The suggestion 
of such a change is made not with the intention that it be carried 
out but merely for the purpose of illustrating the anomaly created 
by the use of the term “lawful money.” There seems to be on 
reason, however, for leaving this great potential power in the 
hands of an administrative body. 


%6 See Sen. 1715 (74th Cong., 1st sess.), pp. 46-48. This bill embodied the reforms 
suggested by the reserve authorities. This particular provision did not become law. 
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The redemption of paper money also presents a confused situa- 
tion. When the national bank note was originally made redeem- 
able in lawful money, this clearly meant that it was convertible 
into greenbacks. The subsequent extension of the concept of law- 
ful money to other types of money issued by the government 
caused no difficulty. The Federal Reserve bank note was given 
the same characteristics with regard to redeemability, and the 
Federal Reserve note was made convertible into lawful money or 
gold. In view of recent changes. of legal-tender power of the vari- 
ous types of money and the elimination of gold redemption, a 
paradox has arisen. Only the silver certificate is convertible into a 
specific monetary form, namely, silver coin, which for that matter 
is more valuable as money than as bullion. All other forms of 
paper money are convertible into lawful money, and all forms of 
money are legal tender.2”7 Redemption presumably means the 
ability to convert paper money into some form of paper money or 
into coin. Apparently Federal Reserve notes are redeemable in 
Federal Reserve notes and, similarly, other forms in themselves.”* 

In revising the monetary system Congress was probably un- 
willing to state outright that paper money, which had previously 
been redeemable in gold, was to be irredeemable, and took cover 
under the device of making possible redemption of paper money 
in lawful money. Certainly the ability to convert one form of 
paper money which is legal tender and lawful money into another 
which has precisely the same qualities means nothing. The main- 
tenance of the various types of money at parity with one another 
requires that the government stand ready freely to exchange one 
for another, but this does not seem to be the purpose of the re- 
deemability feature. Maintenance of parity is specifically pro- 
vided for in the Gold Reserve Act of 1934.”® 

27 Gold certificates held by Federal Reserve banks may be exchanged for gold 
at the pleasure of the secretary of the treasury, but this in no way concerns the 
general public. 

28 But national bank notes may not be redeemed in national bank notes according 
to the National Bank Act. 

29 Perhaps the most curious result of all this has been to make completely un- 


available the $156,000,000 of gold held as a reserve against United States notes. 
Neither the Treasury nor the public can draw upon this reserve fund. 











118 EDWARD C. SIMMONS 


A SUGGESTED SOLUTION 


The present state of affairs cannot be called satisfactory. By 
the use of the term “lawful money” in various places in the 
statutes a situation has been created which obliges the adminis- 
trative authorities to define arbitrarily the meaning of the term. 
The reserves of the Federal Reserve banks are indeterminate ex- 
cept on the basis of such a rule. The redemption of paper money 
is meaningless. Certainly the intent of Congress is not revealed 
by the present wording of the statutes. 

There are two methods open for the correction of this anomaly. 
One would be for Congress to pass a law defining lawful money. 
The other would be to pass an amendatory statute re-wording 
existing laws and replacing the term “lawful money” with a 
specific list of allowable items. The latter would be preferable 
because there appears to be no simple definition which will apply 
to all sections of the statutes. A specific statement by Congress 
as to what the Federal Reserve banks may use as reserves is 
certainly desirable. So far as the National Bank Act is concerned, 
now that the issue privilege has been eliminated by calling all 
bonds having the circulation privilege, Congress might well repeal 
entirely those sections covering the national bank note and thus 
remove lawful money from the statutes in a number of now ob- 
solete acts. With respect to redemption of paper money, Con- 
gress should make clear that hand-to-hand money is not redeem- 
able and at the same time make more definite the maintenance of 
parity among the various types. The legal-tender powers of small 
coins should also be clarified. Retention of the limiting feature is 
desirable if only to prevent spite payments in the form of large 
numbers of small coins. 

The examination of the concept of lawful money throws some 
light on the processes by which a monetary and banking system 
develops. Never very systematic about monetary affairs, we have 
in this instance almost wilfully created a paradoxical situation 
with respect to the reserves of our central banking institutions. 
Certainly the present state of affairs is indefensible except pos- 
sibly on the grounds that our monetary system, being a product 
of historical evolution, should give evidence of having evolved 
rather than of having been designed. 
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The Future of Liberty. By GEORGE SOULE. New York: Macmillan Co., 

1936. Pp. 187. $2.00. 

Mr. Soule’s The Future of Liberty is a sermon on the same text as 
his A Planned Society. 

The present order is pictured as an anarchistic chaos, “irrespon- 
sible” in its management, which, in fact, is compared with the govern- 
ment of an “absolute monarch.” Adam Smith and John Stuart Mill 
are flatly misrepresented, as is now in the best “liberal” tradition, and 
there is a great deal of talk about the irresistible “imperatives of 
technological growth.”” Mr. Soule quotes approvingly from techno- 
cratic literature, that we should determine “the practical limit of pro- 
duction of consumer goods, provided there is no restriction in purchas- 
ing power (p. 155).”’ In other words, assuming that there is no eco- 
nomic problem, what would the economic problem be? 

Mr. Soule’s conception of “the Future of Liberty” is based on an 
“administered system” in which “we” find out what “we want,” and 
then plan production and prices accordingly. Basic questions like 
“How do ‘we’ know what ‘we’ need?,” and “Suppose we ‘need’ it, but 
don’t ‘want’ it?” receive no attention at all. Their relation to the 
fundamental problem of “liberty” is apparently not understood, al- 
though even a sophomoric understanding of economic problems should 
suggest the inevitability of “‘planned’”’ consumption if there are to be 
“planned production” and “planned prices.” Just what would “planned 
consumption” mean in terms of human choice, innovation, and 
variety? Who, again, are the “we” that shall “plan” our expenditures 
for us? If they are the “majority,” what remains of Lord Acton’s 
famous dictum that freedom can be measured by the protection that 
is accorded to minorities? For instance, would any funds be allotted 
under “‘planned consumption” to the publication of minority journals 
of critical opinion, or would the “majority” (or the dictator) be likely 
to frown upon such use of public funds? 

It is characteristic of modern “liberal” opinion to minimize the 
consumer aspect of problems of this sort. To Mr. Soule criticism of 
trade unions is always “anti-labor.’”’ Apparently he cannot understand 
the possibility of a “pro-consumer”’ bias, that would scrutinize monop- 
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olistic devices on the part of either capital or labor with a jealous con- 
cern for the general (consumer’s) interest. In Mr. Soule’s “plan” the 
“consumer” does not figure at all. “Producers” will “originate” their 
own production plans which the central planning agency will then 
“fit” together. The “agency” will “not be a board of dictators,” but 
a “planning nerve-center for co-ordination of wishes” in which a group 
of statisticians and accountants will “administer” the plan. The mild 
and deceptive language is to be carefully noted. There is no mention 
at all of the disciplinary techniques to be used as a substitute for the 
impersonal market process. The “agency”’ will be all-wise, all-power- 
ful. It will “know,” for instance, that in 1929 agricultural expansion 
should not take the form of more wheat, but of more milk or fresh 
vegetables (p. 159). On the supposition that anyone could know this, 
how could you make the consumers know it? And what techniques of 
persuasion will be used to enlighten those who do not know? Mr. 
Soule properly provides that after all the “knowing” and the “fitting,” 
the central authorities will then “execute” the plan. The verb was 
probably well chosen, but shouldn’t the author of a study on freedom 
give us more detail on the techniques to be used in the process? 

Mr. Soule rightly points to the difficulties that arise in our more 
or less free society with rigid prices and—the reviewer adds—wages. 
It is disheartening to wait for the slow and cruel market correction 
of such causes of idleness and stagnation. It is apparently assumed 
that these rigidities will not occur under the “administered” system, 
but if so, what does that imply about the meaning of the term “‘ad- 
minister”? Does it not mean that monopolistic tendencies must be 
smashed by the central authority? Has General Goering’s price and 
wage dictation suddenly become an instrument of “the future of 
liberty’’? 

Mr. Soule’s general approach is particularly disappointing in its 
treatment of the altogetherness of our “freedom.”’ There is an obvious 
historical relationship between freedom of enterprise and the various 
other “liberties,” but the problem is not even treated negatively. It 
is simply taken for granted that no relation exists. Thus, as Mr. Soule 
says, we are “accustomed” to the principle of separation of church 
and state, and “there is no reason why religious freedom could not 
continue” in the administered society. But the separation of church 
and state is not a mere custom. It was a political achievement that 
became possible in connection with a system of free enterprise in 
which values became primarily an individual concern. Mr. Soule 
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rightly understands that his administered society demands “concrete 
and embracing social purpose” (reviewer’s italics). He speaks else- 
where of the need for “defined and acknowledged” general social pur- 
pose. He emphasizes without further comment that “liberty, democ- 
racy, equality, and reason are not ends in themselves; if they are to 
work in harness, they must be means to some other end, and must be 
defined in terms of that end” (pp. 24-30). 

In other words, Mr. Soule wants a society in which liberty, democ- 
racy, and reason are co-ordinated (gleichgeschaltet is the Nazi phrase) 
with the social purpose. Whatever this may be, it is not a free society 
as the term has been hitherto used—and to say that in such a society 
eduction of the young may be “secular” (which means not co-ordinated 
with the values of the prevailing religion), is to talk obvious and 
irresponsible nonsense. The term “secular” has no meaning in the 
education of a society in which reason is “defined” in terms of the 
dominant “social purpose.”” The practical experience of Moscow and 
Berlin is there to bolster up these more abstract considerations. 

As a study of the intellectual problems of modern economic and 
political society, Mr. Soule’s volume is worthless. As an index of the 
declining grip on fundamentals of latter-day “liberals,” it is a painful 
reminder of the similarity of our position with that of pre-Hitler Ger- 
many. If space permitted, a striking parallel could be traced between 
Mr. Soule’s argument and that of many young “‘idealists” in the Nazi 
intellectual camp (the famous Tat-Kreis, for instance). The failure to 
distinguish between latter-day laissez faire as a promoter of producers’ 
monopolies, and classical liberalism as a dynamic challenge to privilege 
wherever it might be, is at the core of the confusion here, as well as 
in Germany. 

Soule’s planning agency and his co-ordinated freedom, democracy, 
and reason are all means to serve his end, to wit, the “embracing social 
purpose.”’ To the reviewer, they are means that preclude a free choice 
of ends. In other words, the social ends are implied in the choice of 
means. Freedom and democracy as values or ends are incompatible 
with Mr. Soule’s choice of means. Soule, however, continues at least 
a verbal loyalty to the spirit of 1776. ““My bias is democratic and 
liberal” (p. 7). In the end, this conflict between ends and means is 
the really disturbing thing about the book. 

To clarify both his own thought and that of his readers, Mr. Soule 
should give us a reasoned account of his values. It is futile to be deeply 
concerned with the technical and economic implementation of values, 
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which have themselves lost whatever living directive content they 
might have had for some earlier generation, or for a misunderstood 
part of your own. What do the terms “free” society and “democracy”’ 
mean to our latter-day “liberals”? Are they not to some extent con- 
tradictory? Is an unqualified democracy compatible with the value 
of freedom as an end in itself? If not, where should we draw the line? 
And are not these questions more important than a discussion of the 
methods of achieving certain ends, when there is no clarity about the 


ends themselves? 
Harry D. GIDEONSE 


University of Chicago 


Leadership in a Free Society. By T. N. WuiteHEAD. Cambridge: 
Harvard University Press, 1936. Pp. xv-+ 266. $3.00. 


Mr. Whitehead’s thesis is that modern industrial society suffers 
from a dangerous lack of social integration, and that certain character- 
istics of industrial activity are likely to increase this condition unless 
steps be taken to prevent it. His practical problem is to investigate 
the type of social structure which can maintain itself while adapting 
its form to the ceaseless advance of material invention. 

It is—as he phrases it—the problem “of combining the stability 


of routine with adaptations to fast and continuous change.” In the 
past the framework in which freedom of enterprise and specialization 
were set consisted of slowly developed ways of life that possessed 
inherent stability, and the processes by which this stability was main- 
tained were never explicitly recognized. A glance at the modern city, 
or at the pathic expression of the need for “belonging” in modern 
fascism or nationalism, makes it apparent that social integrity can 
no longer be trusted to look after itself. 

For the first time in human history, we have large complex societies 
“dedicated to the creed of continual never-ending change, controlled 
by relatively logical, scientific thinking.”” Play and work are separated 
as never before. Mr. Whitehead speaks of the “bifurcation in the 
personal stream of social activity.’”” On the one hand are the business 
activities—technical, specialized, and national in character. They are 
deficient “in the opportunities they offer for immediate social satis- 
faction.” On the other hand we find widespread social activities which 
have been little affected by logical direction. They are apt “to be 
deficient in purpose or inefficient in achieving their purpose.”’ The 
alternation of “detached spells of almost exclusively purposeful and 
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then purposeless activity is about as satisfying as taking alternate 
meals of dry bread and pats of butter respectively” (p. 233). 

The problem, then, is to bridge the widening gap. Mr. Whitehead’s 
volume excels in the statement of his problem, in the pithy phrases 
that sum up fresh viewpoints concerning the nature of the difficulty, 
and in the breadth of scope with which he has set his framework. The 
constructive part of the volume—by far the greater part of the book— 
seems less successful and distressingly narrow: n conception. 

Mr. Whitehead’s conclusion might perhaps be summarized with 
his own phrases that “the industrial leaders should themselves become 
the social leaders,” and that society should be “integrated around its 
major activity, business” (p. 209). Mr. Whitehead does not seem 
particularly impressed—in fact, he pays no attention to it at all— 
with the poverty of the “social” record of this group thus far—and 
his own concrete illustrations show the same evidence of a narrow 
“business” concern with the problem. 

Major sections of the book deal with the care of personnel in in- 
dustry, the control of consumer demand, and planning of engineering 
design. They reflect the author’s experience as a practical engineer 
and as Scientific Officer of the British Admiralty, and they again give 
a detailed record of the experiments at the Western Electric Company 
which he has published elsewhere in a series of articles. 

These experiments are presumably supposed to prove something 
about the problems of “leadership in a free society.”” The evidence 
given, however, hardly suffices for conclusions of this sort. Wage in- 
centives are definitely underemphasized, as other experiments of a 
similar sort tend to prove. Above all, most of Mr. Whitehead’s reason- 
ing is economically naive in the extreme. Thus, when we find him 
striving for generalization, we hear that “we will imagine the best 
possible firm with an assured financial position supplying a staple 
commodity—a monopoly or a public utility if you like” (p. 135). 
Thus Leadership in a Free Society has by gradual stages in the argument 
become scientific personnel management under monopolistic condi- 
tions. There is no evidence anywhere of the effect of this change 
on the problem of freedom—or of a critical concern with the effects 
on “a free society” of the remedies that are advocated. 

Thus Mr. Whitehead’s volume leaves the reviewer’s concluding 
comments as bifurcated as the social activity he has studied. The 
author states his general problem in a suggestive fashion and with a 
refreshing breadth of conception. These chapters are well done, and 





124 BOOK REVIEWS 


they should serve a purpose in a time in which the tendency is toward 
ever narrowing conceptions of “economics.” The author also offers a 
number of interesting chapters on a variety of problems of industrial 
management. There seems to be little or no relation between the 
latter and the former. But perhaps it is sufficient praise to say that 
he has stated his problem well—and that it is at one and the same time 
the most urgent and the most frequently overlooked problem now 


facing Western industrial society. 
Harry D. GIDEONSE 


University of Chicago 


The Limits of Economics. By OSKAR MORGENSTERN. Translated by 
VeRA SmitH. London: William Hodge & Co., Ltd., 1937. Pp. vii+ 
160. 7s. 6d. 

The main theme of this volume is the problem of applying eco- 
nomics to the guidance of public policy and, more especially, it appears, 
to the avoidance of the errors of present-day economic interventionism. 
While Professor Morgenstern does not say outright that this move- 
ment consists exclusively of errors, he manages to convey that impres- 
sion, since it is on these that his attention appears to be exclusively 
focused. Interventionism tends to rigidity where fluidity would better 
serve the economic ends in view. American depression policy, for 
instance, was calculated to impede recovery. 

Rigid systems of economic policy, such as absolute individualism or 
absolute socialism, do not belong in the realm of economic science, 
which should be entirely wertfrei. Economic theory in the proper sense 
must be related to facts, including such difficult factors as those of time 
and anticipation; hence it must always be incomplete, developing and 
changing, presumably with increasing margins of indeterminateness as 
it increasingly takes account of the complexities of the actual world. 
It is, nevertheless, indispensable to effective thinking, even on the most 
practical questions of policy. The intervention, in the economic world, 
of concentrated power of various sorts does not abolish economic law 
but changes the limits within which it works; and the laws remain valid 
with proper adjustments. 

In relation to policy, there are four functions which economics can 
and should perform. (1) It should probe existing and proposed policies 
for internal inconsistencies, such as abound in present national eco- 
nomic programs. (2) It should estimate the probable results of pro- 
posed policies—admittedly a difficult task, beset with much uncer- 
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tainty. (3) It should determine the actual effects of existing policies. 
This is also a task of some difficulty, but one in which British royal 
commissions, for example, have shown promising potentialities, and 
one for which the existing institutes of economic research are fitted. 
For the latter it would, the author believes, constitute a desirable shift 
in the prevailing character and direction of their efforts, which now 
lean too much toward forecasting. (4) A more objective task is the 
scrutiny of the methods used in determining upon actual policies—are 
they reasonably adapted to their ends; was all available evidence used 
and properly weighed; and were proper quantitative estimates made 
of the results? This fourth task the author regards as relatively simple 
and easy, involving no theoretical problems, the whole difficulty con- 
sisting in getting hold of the facts. It would, for obvious reasons, prob- 
ably need to be done mainly by experts independent of the govern- 
ment whose procedures they were criticizing. The last two functions 
are spoken of as constituting a practicable scheme of “control” of 
economic policy; and at one point (p. 149) the author appears to hold 
that both phases of this “control” are of such a character that, as in 
a mathematical problem, the same evidence must lead all competent 
students to the same conclusion. If this is the author’s true position, 
the reviewer begs leave to register doubt. 

While the incomplete and limited character of economic science 
exposes us inevitably to the assaults of economic quackery which 
typically presents old errors in the guise of new truths, the author 
hopes for better results if qualified economists can effectively take up 
the duties listed above. This is at least more promising than the at- 
tempt to balance pressure groups against one another, where the con- 
sumer interest, for example, can never be adequately represented, and 
where the outcome is that perverted swapping of special favors familiar 
to us as “logrolling.”” One question into which the author does not go 
is the reaction upon the economists and research institutes in case 
their findings should come to be controlling factors in economic policy, 
and the balked pressure groups should forthwith descend upon them, 
marshaling all their resources and taking skilful advantage of all the 
admitted limitations and uncertainties of economic “science” to dis- 
credit unwelcome conclusions. Could such pressure be successfully re- 
sisted on behalf of results characterized by as much indeterminateness 
as Professor Morgenstern himself admits? 

As to the type of government itself, the author thinks this makes 
less difference to its economic policy than the organization of the 
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economic system with which it has to deal and that “an absolutist- 
autocratic form of government, far from being necessarily inconsistent 
with a liberal economic policy, actually gives it, when once it is de- 
cided upon, much better chances than it has elsewhere.” True of any 
policy, liberal or otherwise; but this leaves still the question how likely 
such a government would be to decide upon a liberal economic policy, 
in view of the interests it represents and the aims which commonly 
animate it. Such a view may be pragmatically justified where auto- 
cratic government exists, but it is hardly a convincing reason for intro- 
ducing it where it does not exist. 

The volume covers a large field in very small compass and, hence, 
necessarily deais in such general and abstract statements that the 
reader is often left in some doubt just what specific content he may 
properly read into them. Illustration and proof are reduced to the 
minimum, despite the fact that the truth of the author’s views is not 
self-evident and that he is well aware that writers of standing hold 
contrary opinions on various points. This has its unfortunate side and 
may handicap the book in getting the hearing from American econo- 
mists which the standing and position of the author warrant. 


J. M. CLark 
Columbia University 


Paradoxes inédits du Seigneur de Malestroit touchant les monnoyes avec 
la response du Président de la Tourette. Edited by Luici Ernavunt. 
Turin: Giulio Einaudi, 1937. Pp. 164. 40 lire. 

Students of the history of monetary theory will be deeply grateful 
to Professor Einaudi for discovering—first through a purchase from a 
Paris bookseller and then, in an earlier version, in the Bibliothéque na- 
tionale—this manuscript material bearing upon one of the most famous 
controversies in monetary history. They will be still more grateful, 
however, for the brilliance with which the discovery has been edited. 
Included, for example, in the extremely informative Introduction of 
some eighty-four pages is an admirable “Analysis’”—in the form of a 
series of summary propositions—of the three documents which follow 
in their chronological order: Malestroit’s Paradoxes (1566), wisely re- 
printed, for the sake of establishing continuity, despite their recent 
publication in Le Branchu’s Ecrits notables sur la monnaie de Copernic 
@ Davanzati (reviewed in this Journal, XLIV, 262-64); the newly dis- 
covered fragment of the Mémoires of Malestroit (1567), with the text 
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substantially as it appears in the Paris manuscript, after collation with 
Professor Einaudi’s own manuscript; and, finally, the reply to Male- 
stroit by Alexandre de la Tourette, president of the Cour des monnoyes 
—a document which, being itself complete, allows us to reconstruct 
the argument contained in the missing sections of the simultaneously 
discovered Mémoires of Malestroit. There follow a very helpful 
glossary of terms used both in the Introduction and in the newly pub- 
lished documents and an index constructed with unusual care. 

Professor Einaudi is too old a hand in these matters to have allowed 
himself to be betrayed by the enthusiasm born of his discovery into 
advancing extravagant claims with respect to its importance for our 
understanding of the development of monetary theory. The docu- 
ments are important, to be sure, for an understanding of the develop- 
ment of the notion of a “money of account,” in the various senses of 
the term, particularly when read with the aid of the luminous commen- 
tary on the notion of an “ideal” or “imaginary” money provided by 
Professor Einaudi both in his Introduction to the present volume and 
in his article on “The Theory of Imaginary Money from the Time of 
Charlemagne to the French Revolution”—an article which, although 
published in the Rivista di storia economica for March, 1936, was in fact 
a by-product of Professor Einaudi’s labors in the preparation of the 
manuscripts which are now presented to the public. The chief im- 
portance, however, of the present publication will probably be held by 
most readers to lie in the material which it provides for a “rehabilita- 
tion,” in more senses than one, of Malestroit. 

There is no pretense by Professor Einaudi that the “rehabilitation” 
involves a reversal of the judgment heretofore expressed as to the rela- 
tive importance, for the history of monetary theory, of Malestroit, on 
the one hand, and, on the other, of Bodin, whose famous “Reply” to 
Malestroit’s Paradoxes has rightly been regarded as one of the great 
landmarks in the history of monetary doctrine. The insight which led 
Bodin to call attention to the crucial importance for the price level of 

he new supplies of the precious metals from America remains a matter 
for admiration which is unshaken by the present publication. The 
“rehabilitation” of Malestroit takes rather the form of a rectifying of 
the judgment which has usually been passed upon the merits of Male- 
stroit’s position when viewed from the standpoint of the particular 
issues both as to the facts and as to policy which were involved in his 
dispute with Bodin. 

On the first point, Professor Einaudi is able to adduce a most inter- 
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esting table (p. 23) constructed with great ingenuity from data—here 
used with all due awareness of their shortcomings—taken from Paul 
Raveau’s study (1926) of the purchasing power of the livre tournois 
from Louis XI to Louis XIII, from which it appears that Bodin’s 
emphasis upon the importance of the increased gold supply as a cause 
of the rise in prices was in reality more accurate as a prophecy of what 
was about to happen than it was as a diagnosis of the cause of the price 
rise which had taken place in the years immediately preceding the dis- 
pute with Malestroit. 

It is in connection with matters of policy, however, that the Mé- 
moires of Malestroit which are now published contribute greatly to his 
“rehabilitation.” In the first place, as Professor Einaudi is able to 
demonstrate, a careful reading of even the Paradoxes will show that it 
is nothing less than a libel upon Malestroit to suggest that he was com- 
placent with respect to the consequences of the monetary depreciation 
of the period: Malestroit was, in fact, quite emphatic in insisting that 
the depreciation had brought “general poverty to the whole of this 
kingdom.” Bodin, to be sure, had challenged Malestroit to provide a 
“remedy,” if the evil was due to the causes suggested by the latter. 
Professor Einaudi, however, is able to show, first, that it was really 
unfair to extend such a challenge in criticism of Malestroit, in view of 
the fact that the latter had specifically promised to present his remedy 
in a later memoir; and, second, that in the Mémoires which are now 
published—and which, for some unaccountable reason, were not men- 
tioned by Bodin—Malestroit not only kept his promise but proposed 
a remedy which was, in fact, in all essentials the remedy proposed by 
Bodin himself, who thus implicitly granted the correctness of the 
emphasis in Malestroit’s diagnosis, when judged from the standpoint 
of the exigencies of immediate policy. 

A third element for the “rehabilitation” of Malestroit is provided, 
quite in contradiction to the intentions of the author, by the reply of 
De la Tourette to Malestroit. We have been in the habit of regarding 
the controversy between Bodin and Malestroit as a typical example of 
controversy between the outside academic “theorist,” on the one hand, 
and, on the other, the practical administrator blinded by the exigencies 
of his immediate job to the major forces really at work. It now ap- 
pears that, to De la Tourette, president of the Cours des monnoyes, 
Malestroit, though himself an official, was, by virtue of the fact that 
he was attached to another department of the state, as much of an 
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“outsider,” obsessed with impractical “theories,” as was Bodin. The 
establishment of this fact is only one of the many merits of the pub- 
lication on which Professor Einaudi has lavished such devoted care. 


ARTHUR W. MARGET 
University of Minnesota 


An Historical Geography of England before A.D. 1800: Fourteen Stud- 
ies. Edited by H. C. Darsy. Cambridge: At the University Press; 
New York: Macmillan Co., 1936. Pp. xii+566. $7.00. 


When we come to compare the title of this book with its contents, 
it raises at once the question as to just what is meant by “‘An Historical 
Geography of England.” The definition offered by the editor in the 
Preface is, in brief, that historical geography is the study of the relation 
of man to his natural environment. This definition is broad enough 
to cover much of history in general and virtually all of economic his- 
tory. In fact, this book might just as well be called “Studies in the 
Economic History of England.” It is a series of studies by different 
authors. Generally speaking, they all have to do with what we usually 
think of as economic matters. Agriculture, industry, trade, distribu- 
tion of population, and shifts of population—these are the topics more 
or less common to all. But no two of the authors define the range of 
their interests in quite the same terms. On that account it is not easy 
to trace development. They describe the manor but say little about 
the disintegration of the manor. They describe agriculture but give 
no coherent picture of the progress of inclosures or of the development 
of an improved agricultural technique, and no picture at all of the legal 
status of landholders. They discuss trade but generally in terms of 
commodities of trade and not in terms of organization of trade. There 
is almost nothing, for example, about the great trading companies. It 
is a little hard to judge whether they achieve their objective because 
it is not at all clear what they are aiming at. The truth is that the 
border lines which divide the different social disciplines are so vague 
that any line of demarcation is bound to be an arbitrary one. But if 
names and titles are to mean anything at all, the gentle reader has the 
right to expect sufficient definition by the title of a book to give him 
some inkling as to what the book contains when it is labeled “Historical 
Geography.” In any book on geography, we should expect at the out- 
set some description of the physical geography of the country involved, 





130 BOOK REVIEWS 


and might well expect some description of geological characteristics. 
For these we must turn to the second essay. We should certainly ex- 
pect some discussion of races and breeds of Englishmen and of migra- 
tion to and from England. Of these we get no systematic account. 
There is much on the Anglo-Saxon migrations, and an excellent essay 
on Scandinavian immigrants, but nothing at all on the Normans and 
hardly a hint at the Dutch immigrants of the sixteenth, the French 
immigrants of the seventeenth, or the Irish immigrants of the eight- 
eenth century. We should expect to have something about cartography 
and about the development of geography as a science. There are maps 
aplenty—excellent maps for the most part—but there is no history of 
map-making. And as for the science of geography, if we except Miss 
Taylor’s charming essays upon Leland’s England and Camden’s Eng- 
land, nothing at all about that. The great English geographers are 
hardly mentioned, and the whole expansion of England overseas is 
quite ignored. 

It is, perhaps, unfair to criticize a book for not doing what it never 
intended to do, but in view of the fact that with one exception all the 
essays in this book are written by professional geographers, we should 
like to know what they conceive their own field of labor to be. At 
times one gets the impression that they have suddenly discovered that 
economic and social historians, philologists, anthropologists, and soci- 
ologists have been gathering data which look as if they ought to belong 
to geography. So they gather these data together into some sort of 
jumble, labei them “Historical Geography,” and talk a little as though 
they were offering something new. 

Actually we should take the book apart and examine each essay on 
its merits. There are thirteen all told, written by eleven different 
authors. Two of them deal with Roman Britain; one very excellent 
one by S. W. Wooldridge is on the Anglo-Saxon settlement; one by 
the eminent Swedish philologist Dr. Eilert Ekwall on the Scandinavian 
settlement; one on England, 1ooo—1250, and one on fourteenth-cen- 
tury England; two excellent ones on medieval foreign trade, of which 
Dr. D. T. Williams’ essay on the trade of the Western ports is par- 
ticularly noteworthy; two by Miss E. G. R. Taylor, already men- 
tioned; one on England in the seventeenth century, which is a little 
of everything and not much of anything; one on England in the eight- 
eenth century, of which much the same thing is true; and, finally, 
one on the growth of London, 1600-1800. The editor himself has in- 
serted an essay on the draining of the fens, 1600-1800, which is, per- 
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haps, not strictly relevant, if one can speak of relevancy in such a pot- 
pourri, but valuable as being the best account of the subject available. 

All these essays are careful and scholarly. In the main they do not 
represent the results of original research, but they are substantially 
grounded on the findings of research scholarship. What they say may 
generally be accepted as sound. If we were a little surer than we are 
about just what they took to be the scope of their subjects, we would 
be in a better position to judge how completely and adequately they 
have fulfilled their several tasks. 

The maps and charts are generally good. The bibliographies are in 
general of very little use, with the exception of Professor Gilbert’s 
bibliography for the human geography of Roman Britain and Professor 
Ekwall’s bibliography for the Scandanavian settlement. 


ConyYERS READ 
University of Pennsylvania 


The Nationalizing of Business, 1878-1898. By IpA M. TARBELL. (Vol. 
IX of “A History of American Life.””) New York: Macmillan Co., 
1936. Pp. xvi+313. $4.00. 

There is scarcely another period of equal length when the political 


and the economic—those two major strands in the thread which makes 
up the history of American life—were so completely interrelated as in 
the years 1878-08, since practically all the major problems dominating 
the political arena arose out of the economic field. Since this makes it 
possible to cover both in the minimum of space, it is not clear why the 
editors of this series in this sole instance chose to devote two volumes 
by different authors to this period. That the other strands in the 
thread—those which include the social and cultural life and are covered 
in Schlesinger’s The Rise of the City, 1878-1898—were so prominent 
as to require more extended treatment than for other periods is not 
evident. That such more extended treatment by Professor Schlesinger 
was made possible is, however, the chief resulting gain. 

The present volume by Miss Tarbell is chiefly devoted to such 
economic developments as were important because of their reaction 
upon the political issues of the period; such as the westward movement, 
transportation and communication, trusts, farmers’ organizations, the 
labor movement, the tariff, free silver, and the panic of 1893. It is not, 
and clearly does not pretend to be, a well-rounded economic history 
of the period; for many phases of economic development, such as 
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foreign trade, the merchant marine, banking, and public finance, are 
scarcely touched upon, if mentioned at all. The treatment, though 
emphasizing trends and movements, is descriptive rather than analyti- 
cal so far as the economic issues are concerned. The stress on person- 
alities and the extensive use of biographical material adds interest. 
The discussion of the controverted economic issues may be considered 
as presenting both sides fairly, so far as it goes; though it is not par- 
ticularly searching. But one error of fact has been noted: it was the 
New Jersey Central not the New York Central that was leased (in- 
directly) by the Reading (p. 228). 

In summing up and characterizing the period as a whole, the author 
declares at the start that “the generation accomplished the Herculean 
task of forging a national economic order”’ (p. 2) and at the close says, 
“The most notable development had been an extraordinary unification 
of the nation’s economic life” (p. 267). It appears, however, that by 
this the author does not mean, as many might suppose, the attainment 
of a national economy. The “nationalization of business” to her means 
the growing concentration of business in a few great concerns whose 
activities are more or less nation-wide in scope—in short, the rise of 
big business. This tendency certainly is an outstanding, possibly the 
outstanding, feature of the period; but the significance of this period 
in our economic development might be more broadly analyzed. These 
years mark the close of that long epoch when the influence of the 
frontier—the process of opening up the West—was the dominant in- 
fluence in our economic history. Taking only the nineteenth century, 
the preponderance of this factor was most marked in the period from 
1815 to 1860. After the Civil War this influence, though still dominant, 
steadily waned. The recovery from the panic of 1893 and the advent 
of McKinley’s administration seem to close the epoch of its dominance 
as definitely as any fixed date can. It gave way with the passing of the 
frontier before the rising influence of what we call modern capitalistic 
industry. Up to 1860 the rise of this factor proceeded slowly; the 
Civil War, together with technological advance and the rounding-out 
of the country’s railway system, gave it a marked impetus; in the period 
covered by this volume it could be said to dispute dominance with the 
influence of the West and in the new epoch ushered in with the dawn 
of the twentieth century it was pre-eminent beyond dispute. The 
broader significance of this period in our history is that it marks the 
shift from the epoch when problems arising out of the development of 
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the West were dominant to the epoch when problems created by mod- 
ern capitalistic industry held the field. 

The reader will finish the volume with the feeling that it has been 
interesting reading and has added much in the way of overlooked de- 
tails of information but that it contributes little that is new to an 


understanding of the period as a whole. 
CHESTER W. WRIGHT 


University of Chicago 


Tobacco Regulation in Colonial Maryland. By VERTREES J. WYCKOFF. 
(“Johns Hopkins University Studies in Historical and Political Sci- 
ence,” extra vols., N.S., No. 22.) Baltimore: Johns Hopkins Press, 
1936. Pp. viii+228. $2.25. 

Tobacco regulation in Colonial America is a chapter both in fron- 
tier agricultural history and in empire building. The planter, as a 
“rugged individualist” resenting any interference, was exploiting his 
natural resources with a single crop in order to hurry forward to 
a more complex way of life. He overproduced at the expense of his 
lands. He refused to work with others for improvements. The English 
statesman and the colonial proprietor were, in turn, exploiting the 
planter according to the accepted methods of the age. Their interests 
were in profits for themselves. Colonies existed for such ends. The re- 
sults were bitter conflict and failure. In the end the agricultural sys- 
tem broke down of its own weight and the empire divided in revolution. 

Because of these larger facts Mr. Wyckoff has been unable to tell the 
story of Maryland’s efforts at tobacco regulation separate from those 
of her great neighbor. There is as much of Virginia in his pages as 
there is of Maryland. Nor has he escaped the retelling of the old story 
of tobacco planting and marketing; of depleted soils, of overproduction, 
and of persisting hard times. He has been forced to repeat much that is 
familiar to students of mercantilism. There is, therefore, little new in 
this study. Its value consists largely in bringing together the record of 
Maryland’s tobacco legislation, which has before been somewhat scat- 
tered. 

Mr. Wyckoff finds the purpose back of all legislation to have been 
the restoring of profits by stinting crops and by lifting quality. The 
first efforts were at restricting planting and the inspection of all tobacco 
sold. Later efforts centered about the control of bulk tobacco by the 
prescribing of size and quality of all containers and by the designation 
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of required trading centers. Little success was achieved in the first cen- 
tury of tobacco planting. The reasons were the normal failure at co- 
operation between colonies and between farmers, the objections of 
selfish proprietors and English statesmen, and the unending conflict 
between large and small planters within the colony. It was the old 
story of farmers and frontiers and single crops. 

Continued depression at length brought some improvement in the 
Act of 1747 which established public warehouses for more or less effi- 
cient inspection, checked all bulk shipments to places outside the col- 
ony, and provided for the appointment and payment of officials for the 
service. Improvement in prices soon followed and the citizens of 
Maryland were so impressed with the services rendered by this act 
that they continued the practices it set up even after the act itself had 
been allowed to lapse in the struggle over fees which marked the com- 
ing of the American Revolution. But by that time a new agriculture, in 
which wheat played a leading role, had supplanted the old tobacco 
economy. 

The book is well written and contains a fair Bibliography and an in- 


adequate Index. 
AVERY CRAVEN 


University of Chicago 


The Economic Development of France and Germany, 1815-1914. By 
J. H. CLapuam. 4th ed. Cambridge: At the University Press; New 
York: Macmillan Co., 1936. Pp. x+420. $4.25. 


Those who believe that Professor Clapham’s volume provides the 
best account that is available in English of the economic history of 
France and Germany during the nineteenth century—and judging 
from the continued demand which has led to a new edition they must 
be numerous—will welcome this fourth edition. It has afforded the au- 
thor a chance to make such revision as seemed necessary in view of stud- 
ies in the field that have appeared since the publication of the third edi- 
tion in 1928. The changes made are slight, not sufficient to involve 
any alteration in the pagination. So far as noted, they are confined to 
alterations in sentences of the text or the footnotes. The most frequent 
appear in the chapter on the earlier history of French agriculture. 


CHESTER W. WRIGHT 


University of Chicago 
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Federal Subsidies to the Provincial Governments in Canada. By J. A. 
MaxweELL. (“Harvard Economic Studies,” Vol. LVI.) Cambridge: 
Harvard University Press, 1937. Pp. xi+ 284. $3.00. 

Professor Maxwell’s detailed and critical account of the increases in 
the unconditional provincial subsidies and of the arguments advanced 
in support of the changes is clear, interesting, well documented, and 
free from party bias. Some of his interpretations and conclusions, how- 
ever, are less convincing. Sufficient facts are presented to show that 
there were deep sentiments of discontent in the Maritimes, the prairie 
provinces, and British Columbia to which provincial governments and 
parties could readily appeal. But it does not necessarily follow, as the 
author seems to think, that these were primarily attributable to the 
possibility of securing “better terms.”’ They have been associated with 
a conviction that federal policies dominated by the more wealthy and 
populous central provinces discriminate against the rest of Canada, 
and they have displayed themselves not only in claims for additional 
subsidies but in criticisms of federal tariff and banking policies, agita- 
tions for railway extensions and changes in railway rate structure, and 
in a jealous regard for provincial spheres of jurisdiction. It is not clear 
that these sentiments would have had more fortunate consequences if 
the possibility of compromise through subsidy changes had not been 
available. Direct Dominion measures designed to appease them have 
not always been less extravagant than provincial expenditure. It seems 
possible that abolition of subsidies might strengthen rather than 
weaken the “provincial rights” attitude. 

The arguments used to justify subsidy increases were indeed, as the 
author clearly shows, artificial, illogical, and sometimes perhaps disin- 
genuous. But it is fairly clear that all concerned considered Dominion 
assistance necessary at times to relieve financial crises in the weaker 
provinces and to allay local discontent. The arguments used were 
probably considered necessary to keep the negotiations “on a high 
plane” and to utilize the one flexibility which in practice, if not in law, 
was presented by the constitutional provisions of the British North 
America Act. They were probably good enough to satisfy the desire of 
the negotiators to appear both to themselves and to their constituents 
reasonable and high-principled men. In addition, the very illogicality 
of the arguments and the uncertainty of obtaining simultaneously 
favorable local and federal political situations probably tended to pre- 
vent the provinces from being stimulated to extravagant expenditures 
as a means of obtaining larger federal grants. 
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The author uses quite different methods when he turns to a discus- 
sion of conditional subsidies. Here he emphasizes results rather than 
rationalizations, and his conclusions are much more favorable. It ap- 
pears to the reviewer that he exaggerates some of the differences be- 
tween conditional and unconditional subsidies as the latter have been 
used in Canada. The exaggeration arises apparently, on the one hand, 
from failure to consider the nonpolitical effects of unconditional subsi- 
dies and, on the other, from a very broad interpretation of the principle 
of financial responsibility. It must be admitted, of course, that ex- 
travagance is encouraged when additional expenditures result auto- 
matically and unconditionally in subsidy increases. But the facts pre- 
sented show very clearly that in Canada increases in unconditional 
subsidies were not made automatically with increases in provincial 
expenditures. It seems improbable, then, that the hope of securing 
better terms stimulated the provincial governments to deliberate 
extravagance, and no evidence opposed to this conclusion is advanced. 
Conditional subsidies, on the other hand, are directly associated with 
changes in provincial expenditures. It is this characteristic of the 
conditional subsidies which makes especially necessary the federal 
supervision and control which Professor Maxwell recommends. 

Once increases in unconditional subsidies were granted, they be- 
came part of the general revenue of the provinces and were ad- 
ministered with the same care or extravagance as the rest of the pro- 
vincial funds. Their receipt, it is true, diminished the amount which 
had to be raised locally to finance any given scale of expenditure and so 
tended to lessen the marginal burden and political odium involved in 
raising it, and to that extent the incentive to administrative economy. 
But this incentive may be similarly diminished by certain classes of 
conditional subsidies. In this connection three type cases may be dis- 
tinguished. (a) The conditional subsidy may release local funds for other 
purposes or decrease the demands on the local government for other 
types of expenditure. This will tend to diminish the incentive to gen- 
eral administrative economy. (6) No funds may be released for or with- 
drawn from other purposes, and the demands made on the local gov- 
ernment may not be changed; or the two effects may offset each other. 
In this case the incentive to economy is unchanged. (c) Local funds 
may be withdrawn from other purposes, or the demands made upon 
the government for complementary services may increase. In this case 
the incentive to administrative economy is strengthened. The argu- 
ment can be readily extended to include the effects of increased pro- 
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vincial expenditures on the ease with which revenues can be raised. 
Now if grants-in-aid are to be used, as Professor Maxwell suggests, 
to lighten the burdens of the provinces, they must be framed so as to 
fall into type (a), and their effects on the incentive to general economy 
will be similar to those of an unconditional subsidy. Of course, if the 
subsidy is small relatively to total expenditure, the effects just noticed 
will also be small. But this is true of unconditional as well as of condi- 
tional subsidies. There is reason to suspect that the author disapproves 
of the interprovincial transfer of financial burdens that the increases 
in unconditional subsidies effected. If this is true, the grounds for dis- 
approval should have been made more explicit. 

Though it is difficult to infer the standards which Professor Max- 
well uses in making his ethical judgments, they appear in the first part 
to approach those customarily used by the political historian, while in 
the second part they resemble more closely those implicit in the writ- 
ings of many economists. In consequence, to the reviewer, Part II ap- 
pears to have better balance than Part I. However, the facts presented 
in Part I have been carefully collected and are presented in such a 
way that they may be separated without loss of clarity or precision 
from the interpretations and moral judgments with which they are 
interspersed. The book as a whole is a notable contribution to the rela- 
tively meager literature of Canadian public finance, and it should be 
useful to those in other countries who are interested in the problems of 


finance under a federal form of government. 
G. A. ELLiotTt 


University of Alberta 


The Undistributed Profits Tax. By ALFRED G. BUEHLER. New York: 

McGraw-Hill Book Co., Inc., 1937. Pp. ix+ 281. $2.75. 

“To tax and to please,” said Burke, “no more than to love and be 
wise, is not given to men.” It is a rare exception when a new tax is 
acclaimed by those who consciously must bear its burden. Neverthe- 
less, the undistributed profits tax enacted by Congress in 1936 has 
been much more widely condemned than was foreseen by its sponsors. 
While further experience is necessary before conclusive judgment may 
be given, students of taxation are in general agreement that the act 
fails to achieve the purposes for which it was avowedly recommended. 

Professor Buehler’s book is one of the first studies of the undis- 
tributed profits tax to appear in the field. It was undertaken as the 
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result of a previous inquiry into the corporation income tax and repre- 
sents a searching analysis of the economic and fiscal problems which 
are likely to arise under the new law. In the introductory chapters 
the author points out that, although since the period of the World 
War special imposts have been made applicable to corporations with- 
holding dividends for the avoidance of surtaxes, previous laws in no 
way afford a precedent for the levy of a general surtax on undistributed 
earnings. The act as passed, furthermore, deviates widely from the 
original recommendation of President Roosevelt. Under the plan 
adopted, the new tax was not substituted for the existing corporation 
income tax, the excess profits tax, and capital stock tax, but was im- 
posed as an additional measure. 

The claims made in behalf of the new tax have become the subject 
of much controversy. As presented by the administration, it was to 
correct the inequalities between incorporated and unincorporated busi- 
ness and was to remove the inequalities arising from the taxes on in- 
come paid out as compared with that withheld. No longer would there 
be a motive for the accumulation of corporate surpluses and the avoid- 
ance of the surtax. It was asserted that the forced distribution of 
corporate earnings would result in increased spending and the employ- 
ment of more workers; that it would tend to discourage both undesir- 
able saving and excessive plant expansion. The tax was also designed 
to bring substantially greater revenues into the federal treasury. 

Professor Buehler considers dispassionately these and other claims 
for the new federal law and reaches “provisional conclusions” concern- 
ing its economic consequences. Not only will the tax on undistributed 
profits retard either corporate or individual saving but it will also have 
adverse psychological effects on business men. The tax holds greater 
difficulties for the small, struggling or poorly financed corporation than 
it does for large, established firms. The principle of ability to pay is 
hardly a rule of guidance for taxes on corporations. The intricacies 
and complexities of former acts are, under the new law, merely worse 
confounded. In short, the new tax is neither “‘fish nor fow]’”’ but is a 
“compromise between the regulatory and the revenue theories of taxa- 
tion.”” While minor criticisms of Professor Buehler’s analysis may be 
offered, as, for example, in his discussion of incidence, his book is a 
highly fruitful study of a new venture in the field of federal taxation. 


Treton R. SNAVELY 


University of Virginia 
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The Second Industrial Survey of South Wales, Vol. 1: Industries. Pp. 
soo. 15s. Vol. II: Facilities. Pp. 296. 10s. 6d. Vol. III: Develop- 
ment. Pp. 404. tos. 6d. Set, 30s. (Published on behalf of the Na- 
tional Industrial Development Council of Wales and Monmouth- 
shire.) Cardiff: University Press of Wales [New York: Oxford Uni- 
versity Press], 1937. 

This survey, directed by Professor H. A. Marquand, indicates the 
latest trend in the development of British thought and policy relating 
to the treatment of “‘depressed areas.”” Government policy has turned 
mainly on the transfer of labor to prosperous areas and industries, and 
these volumes reconsider the problem as it is left by these methods. 
The depressed region of South Wales on balance lost 242,000 persons 
by migration between 1921 and 1931, and a further 71,000 up to 1935 
(I, 441). This transfer of labor has been mainly the result of individual 
initiative, a large proportion of the women moving of their own accord, 
as well as two men to every one transferred by the organized methods 
of the Ministry of Labour. In consequence the population of 1,852,000 
in 1936 appears likely to fall to 1,603,000 in 1945 (I, 414). Several con- 
sequences are apparent. First, in whichever way it occurs, the process 
of outward migration has been highly selective, affecting mainly the 
age groups from o to 4, and 15 to 24, and has had a remarkable effect on 
age distribution of the remaining population. Second, it tends to reduce 
the number of earners per family, relatively low in any case because 
this specialized region offers few opportunities for women’s employ- 
ment, and this reacts on the buying power of the market. Third, the 
more transfer of labor cuts into the mass of unemployment, the harder 
further transfer becomes. Conditions in some localities are such that 
the logical consequence of the policy would appear to be complete 
evacuation. Fourth, it appears that, if account is taken of the probable 
future of the coal, steel, and tinplate industries, etc., “surplus” of 
labor in the region is about 80,000. 

The aim of the survey is to discover the extent to which a positive 
policy of regional industrial development is possible, what industries 
could be introduced, where they should be placed, and what their 
initial size should be. The authors see little likelihood of any large- 
scale recovery in the basic industries and, therefore, pin their hopes 
mainly on the development of light industries, particularly for the local 
market (Vol. III). Their proposals include an extension of existing 
industries, varying from various engineering trades to perambulators 
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and dog biscuits, and the introduction of industries new to the area, 
such as artificial silks, fabric gloves, etc. To aid their establishment 
or expansion, Welsh local authorities should give them preference by 
centralized purchasing, and, where necessary, they should be granted 
special assistance in raising initial capital. Many of the establish- 
ments they suggest would compete with concerns in other parts of the 
country, or would be branches or departments of them, set up specially 
to cater for the Welsh market. The authors recognize that industries 
are linked one with another and that those suggested must be capable 
of long-run survival. 

An eloquent plea could be made for special treatment for South 
Wales because many of its difficulties have been the indirect result of 
state currency, financial and fiscal policy. But the authors go farther 
and argue that the industries suggested would be economically justi- 
fied. The consumer’s goods industries are dominantly small scale, and 
they contend that small firms are less able than large ones to make an 
adequate survey of sites and are more prone to decide their location 
on short-run considerations instead of the long-run advantages which 
determine survival. Much of the new industrial growth round London 
may prove, therefore, to be mistaken (I, 392-98). It cannot be said 
that the evidence presented justifies these contentions fully. Great 
pains have been taken to determine the possibilities of success of the 
new enterprises, as far as the facilities and openings South Wales offers 
are concerned, but a survey limited to the region will not show how far 
these industries can stand competition from other areas. 

Broad consideration of social policy may justify special action, and, 
viewed in this light, the practical suggestions are an admirable con- 
tribution to the discussion on the next steps which could be taken to 
salvage this distressed area. In the nature of the case, the work con- 
sists of details of facilities, sites, etc., relevant to each proposed indus- 
try, and their anxiety to justify their suggestions has sometimes led the 
authors to overload the work with details. This is particularly the case 
with Volume II, some of which could have been spared even by Eng- 
lish readers. American readers will be more interested in the implica- 
tions of the policy and the methods by which the authors reach their 
conclusions. In this connection, Volume I, especially chapters i and 
vii, and an excellent chapter on “Labour Supply and Demand” in 
Volume III are worth attention. Chapter iii, Volume III, which re- 
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lates to the new ‘industries suggested, is of interest in showing the 
grounds on which the authors approve or reject proposals for new 


businesses. 
P. Forp 


University College 
Southampton, England 


Ebb and Flow in Trade Unionism. By Leo Woman. New York: 
National Bureau of Economic Research, Inc., 1936. Pp. xviii+251. 
$2.50. 

This sequel to The Growth of American Trade Unions brings the 
statistical record down to 1935. In the ten chapters and the forty-page 
Appendix, Professor Wolman traces trade-union gains and losses dur- 
ing the pre-war, the war, and the post-war periods; discusses the 
vicissitudes of unionism under the National Recovery Administration; 
analyzes the causes of the concentration of unionism in certain cate- 
gories of employment; and compares actual membership with potential 
membership. There are also chapters on the problems of measurement, 
the results and significance of the representation elections of 1933-35, 
and the factors upon which, in the opinion of the author, future trends 
will depend. It is hardly necessary to say that the work has been 
painstakingly done, that the study is of the generally high caliber 
everyone expected, and that it makes available a wealth of detail not 
to be found elsewhere. 

The book was sent to press before the suspension of the C.I.O. 
unions, although an introduction summarizing developments through 
the summer of 1936 was included; and its publication antedated the 
recent unionization drives in steel and motors and the beginning for 
the first time, with the Supreme Court decisions of 1937, of effective 
enforcement of the Labor Relations Act of 1935. Possibly some of the 
conclusions set forth might be subject to modification at the present 
time. It is arguable that events of 1937 do not entirely bear out the 
conclusion that 
after five lean years of short employment and meager earnings, the average 
workman is reluctant to risk his job at prevailing rates of wages by joining 
in strikes for union recognition. .... Relatively good conditions of labor 
for the employed and the potential competition of a standing army of the 
unemployed . .. . are elements of the present situation not calculated to 
encourage industrial conflict over the issues of union membership and recog- 
nition [p. 163]. 
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The final statement in the book, that “the unfolding of present [govern- 
ment] policies of industrial regulation and collective bargaining may 
well expose unions in this country, as it has in others, to governmental 
regulation of their policies and acts,” of course expresses a possibility 
about which students of labor are thinking much these days. 
Professor Wolman’s discussion of the light (if any) thrown upon the 
extent of trade-union sentiment in American industry by the repre- 
sentation elections of 1933-35 raises interesting questions. In all the 
elections held under the various labor boards between August, 1933, 
and September, 1935, he points out, 46.9 per cent of the votes cast 
were for trade-unions and 53.1 per cent were for other forms of repre- 
sentation. But these results, as he notes, were greatly affected by the 
polls taken by the Automobile Labor Board. The tabular summary on 
page 79 shows that, with one exception (the small vote cast in elections 
held under the Bituminous Coal Labor Board, Divisions 1, 4, and 5 
only), the trade-union form of representation polled a substantial 
majority in the elections conducted by all boards other than the 
Automobile; and Mr. N. I. Stone, in a “Director’s Note” (p. 78), calls 
attention to the fact that, if the automobile vote is eliminated from the 
count, the percentages were 67.3 for trade-union representation and 
29.4 for other forms of representation. The author points out that a 
large percentage of employees under jurisdiction of the Automobile 
Board (about 80 per cent) participated in the elections, whereas the 
total vote cast in the elections held by the National Labor Relations 
Board, the Petroleum Labor Policy Board, the National Steel Rela- 
tions Board, and the Textile Labor Board was too small (less than 3 
per cent of the average number employed in manufacturing industries 
in 1934 and 1935) to afford an adequate and representative sample of 
employee sentiment; the director alludes to criticism of the conduct of 
the balloting by the Automobile Board and argues for elimination of 
the vote in this industry from the total. The occasion for elections 
differed: in industries other than the automobile it was usually the 
submission of a specific complaint that the employer had refused to 
recognize and negotiate with a union as representative of his employees, 
while in the automobile industry elections were held in pursuance of a 
general order calling for elections throughout the industry. Results 
could not help being affected by these differences in policy. The posi- 
tion is not unwarranted that these elections did not throw much light 
upon the extent of trade-union sentiment among the workers. This 
seems to be the opinion of the author, for in a later chapter he observes 
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that “various clues to labor’s opinion, such as the results of elections 
held to choose representatives or the trend in strikes, fall short of af- 
fording convincing and acceptable evidence” (p. 159). 


Roya E. MONTGOMERY 
Cornell University 


Unemployment Policy: With Special Reference to Australia. By E. 
RONALD WALKER. Sydney: Angus & Robertson, Ltd., 1936. Pp. 
xi+258. 55. 

Some years ago Dr. Walker traveled extensively in Europe as a 
Rockefeller Fellow, and, although he writes from an Australian stand- 
point, the purpose of his essay is largely comparative. The history of 
unemployment insurance, relief measures, and public-works projects 
is reviewed in the United States, Britain, Germany, and other coun- 
tries, as well as in Australia. The author’s main approach is to dis- 
tinguish different kinds of unemployment and to investigate the treat- 
ment appropriate to each. For “depression unemployment” he pre- 
scribes public works; for more permanent or “structural’’(especially 
technological) unemployment the problem is less easy. He expects 
little from a shorter working week, chiefly owing to its cost-raising 
tendencies. Like many people in the United States (inside the W.P.A. 
and also outside it) he is doubtful whether it will ever be possible to 
taper off public works completely in periods of recovery, for he sees 
great obstacles to complete absorption by private industry as long as 
technical progress continues in its present direction and at its present 
pace (pp. 143-44). After an interesting discussion of the considerations 
which should govern the choice of public works, he dismisses land 
settlement as a measure against unemployment, at any rate in Aus- 
tralia, on account of the deterioration in the standard of living to which 
it must lead. He also dismisses tariff increases, though he notes the 
pressure for protection where the wage structure is rigid. The conclu- 
sion (p. 35) is interesting that the rigidity of the Australian wage struc- 
ture is due rather (as in other countries) to conditions of bilateral 
monopoly than to the operation of that more peculiarly Australian in- 
stitution, the wage tribunal. 

Dr. Walker’s final chapter is devoted to insurance and relief and the 
relation (actual and ideal) between them. He doubts whether it wil] 
ever be possible to organize public works early enough in a depression 
to prevent a large increase of idleness—an increase too large to be cared 
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for by any insurance plan with manageable contributions. It is true 
that he does not discuss seriously the possibility of eliminating depres- 
sions through banking policy or other similar means. Granted, how- 
ever, that slumps will occur in the future as they have done in the past, 
he believes that in most countries a residual relief problem will remain 
to be faced, even with the best-designed insurance scheme. This he 
suggests should be cared for by a statutory body outside the insurance 
scheme, such as the British Unemployment Assistance Board. As re- 
gards insurance itself he is attracted by the Wisconsin employer re- 
serve plan or some other which would stimulate stabilization. He 
notes, however, that the Wisconsin plan has been severely criticized 
and admits that the problem is a difficult one. 

There are many useful statistics in Dr. Walker’s book, and chapter 
iii contains an interesting account of attempts—official and unofficial— 
to measure the incidence of unemployment in Australia. The marked 
recovery in Australian economic conditions since 1932 emerges clearly. 
The author has produced a stimulating and informative review which 
will be read with interest in many countries besides Australia. 


HAROLD BARGER 
Columbia University 


The New Industrial System. By HERMANN Levy. London: George 

Routledge & Sons, Ltd., 1936. Pp. x+282. 10s. 6d. 

The central thesis of Professor Levy’s discussion of The New Indus- 
trial System is that the modern combination movement in industry 
is the result of structural changes in industry and that intelligent policy 
with regard to it is dependent upon a recognition of this basic fact. 

Professor Levy takes issue with those economists—particularly 
those English economists—who have regarded the modern combina- 
tion movement as a manifestation of monopoly resulting from a misuse 
of capitalist power or from unwise public policy in matters of tariff, 
patents, and the granting of other special privileges. The answer to 
the question as to “why a movement towards industrial combination 
or concentration set in in a rather unexpected and precipitate way from 
about the eighties onwards, while capitalist development based upon 
the factory system had been going on without such development for 
more than a hundred years?” he finds in the revolution in transport 
facilities and communications. Before the revolution in transport, pro- 
duction had been necessarily for a local or regional market. There- 
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after, it was possible for the mineral wealth of the world to be drawn 
upon by all industrial nations regardless of the localization of the raw- 
material supply and there followed localization in production at stra- 
tegic points, with production for a market over a broad geographic 
area. Such geographic concentration and regional integration of indus- 
try have been accompanied, in general, by a concentration of output in 
large plants with mass standardized production for large and broad 
markets. But 

the large scale pl... . . . . may not suffice to exploit to the full those op- 
portunities for mass production created by the widening of markets. ... . 
A combination of firms, in this case an amalgamation of undertakings pro- 
ducing the same article, may afford opportunities in the direction of effecting 
economies. 


The result has been horizontal combination subsequently followed by 
vertical integration. When proceeding from the top down, the latter 
has been actuated largely by a desire to eliminate middlemen’s profits 
or to insure an adequate, economical, and continuing supply of the 
materials produced from an anterior stage of production; when pro- 
ceeding from the bottom upward, by a desire to secure a stable and 
concentrated sale of output. 

These developments have led inevitably to a condition of quasi- 
monopolistic control of industry. An endeavor to prevent such de- 
velopment by legislative enactment may shape the legal form which 
quasi-monopoly takes, but it will not stay the movement. Likewise, 
an endeavor to promote combination by legislative policy is likely to 
prove futile when the concentrative tendency has not made an industry 
ripe for consolidation—a thought which the author repeatedly empha- 
sizes. 

The capital requirements arising out of concentration in industry 
“cannot be supplied as in former days of single undertakings of ‘smaller’ 
scale by the undertakings themselves through some sort of ‘self’ financ- 
ing or regular credit facilities.” These activities have called into being 
the promoter and the investment banker. This has afforded an oppor- 
tunity for capital, or the financial capitalist, to acquire a domination 
over industry through a system of interlocking finances and director- 
ates. 

Although there are some economists who will feel that Professor 
Levy has confused cause and effect in his discussion of the role of the 
finance capitalist in the combination movement, and who will remain 
unconvinced that a mistaken policy by the state with regard to grant- 
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ing corporate charters, establishing tariffs, legalizing holding compan- 
ies, permitting loose investment banking policies and unfair trade prac- 
tices, has not been a far more important factor in the development of 
the combination movement than the author’s discussion indicates, 
most economists will find much of truth in his basic analysis. With 
certain of his conclusions, however, there will be sharp disagreement. 

Professor Levy apparently thinks that the difficulties of the prob- 
lem of control have been exaggerated. He finds in the development of 
large units and concentrative organizations a commendatory pattern 
of planning and a comforting element of stabilization. “In fact every- 
where where such concentration exists planning will in some way or 
other be facilitated.” Moreover, “there should be no doubt that con- 
centration is leading to a greater stability of market conditions and 
therefore to increased possibilities of surveying them.” The familiar 
illustration of price stability in steel rails in the American industry is 
offered as evidence at point. That the concentration movement has 
made for price stability has been rather generally recognized. That 
such stability of price with its accentuation of fluctuations in output 
and employment has led to a “greater stability of market conditions” 
few acquainted with the American scene would admit. Nor would 
many of the same observers find much comfort in Professor Levy’s 
suggestion that the development of “moral responsibility” on the part 
of the “leaders” of :quasi-monopolistic organizations points the way 
to a solution of the problems which concentration of control in modern 
industry has raised. 

It would be unfortunate, however, if the generally penetrating 
character of much of Professor Levy’s analysis were beclouded by 
references to such shortcomings. The reviewer regards the study as a 
contribution to the growing literature of the logic of imperfect com- 
petition which thoughtful students of the problem should not overlook. 

GEORGE W. STOCKING 
University of Texas 


Three Years of the Agricultural Adjustment Administration. By EDWIN 
G. NoursE, Josepu S. Davis, and Joun D. Biack. Washington: 
Brookings Institution, 1937. Pp. xiv-+600. $3.50. 

This volume concludes the series of studies of the Agricultural Ad- 
justment Administration made under the auspices of the Brookings 

Institution. It includes a summary of the principal phases of the 
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A.A.A. programs and activities already covered in the earlier special 
studies but is devoted, in larger measure than any of them, to the 
criticism and evaluation of the A.A.A. experience as a whole. 

Beginning with a brief survey of the conditions preceding the pas- 
sage of the Agricultural Adjustment Act, the book summarizes the 
terms of the act and the administrative organization that was estab- 
lished to carry it into effect. This is followed by a review of the various 
A.A.A. programs for the control of production, the commodity loans 
and related methods of effecting price stabilization, the commodity 
purchase and diversion operations, and the marketing agreements, 
licenses, and secretary’s orders that were used as alternative or sup- 
plementary methods of promoting adjustment. 

From this factual survey of A.A.A. practice and experience the 
authors then turn more definitely to the questions of appraisal and 
evaluation. They give consideration, in succession, to the administra- 
tive problems encountered in effectuating the policy of the law, the 
effects of the A.A.A. programs on farmers’ returns, the distribution of 
benefits and burdens among different groups of farmers, the effects 
upon farm management and upon the organization of agriculture, and 
the effects upon consumers, agricultural trades, and taxpayers. Two 
final chapters are devoted to a discussion of the contributions of the 
A.A.A, to general recovery and to a consideration of the A.A.A. 
philosophy in the light of experience. 

It is to the chapters devoted to criticism and evaluation that one 
naturally turns with the greatest interest. Although the three col- 
laborators, each an author of one of the preliminary studies, have 
found it possible to agree on most questions of judgment, each one has 
indicated, in brief footnotes throughout the text, those points of inter- 
pretation or emphasis on which he dissents from his colleagues. More- 
over, two supplementary statements, by Messrs. Davis and Black, at 
the end of the chapter on A.A.A. philosophy, outline the major points 
on which the authors failed to reach complete agreement. 

The authors have avoided sweeping generalizations or doctrinaire 
judgments and have sought to sift the detailed lessons of the A.A.A. 
experience both as it bears on the technique of government and as it 
reveals the possibilities and limitations of governmental intervention 
to effect economic adjustments. They give handsome recognition to 
the general honesty and efficiency of the administration of the A.A.A. 
but, at the same time, indicate clearly the hazards to which it was 
exposed. With substantial reservations by Mr. Davis, they indorse the 
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idea that the undertaking of adjustments in agricultura] production 
through governmental intervention is an appropriate exercise of gov- 
ernmental authority in periods of agricultural emergency. They ex- 
press strong doubts, however, of the practicability or efficacy of a 
continuous exercise of production controls. Mr. Black indicates a 
somewhat stronger belief in the possibility of effective use of such con- 
trols, if properly designed and administered. Again with reservations 
by Mr. Davis, the authors indicate their general acceptance of the 
theory that measures of agricultural relief, promptly initiated and 
carried through, could and did contribute to general economic re- 
covery, although they discount the extreme claims that were made for 
these measures as a force in recovery. 

The book is one to which students have looked forward since the 
first of the preliminary A.A.A. studies appeared. Readers will doubt- 
less find themselves at variance with the views expressed at various 
points by the authors, but they will find them suggestive and stimulat- 
ing. The book is one that should command the interest and attention 
not only of agricultural leaders and students of agricultural problems 
but also of the layman who is interested in questions of public policy. 


ARCHIBALD M. McIsaac 
Princeton University 


Butter and Oleomargarine: An Analysis of Competing Commodities. By 
W. R. Passt. New York: Columbia University Press, 1937. Pp. 
§+112. $1.50. 

There are four parts to this book. The first is a history of the 
dairy and margarine industries in the United States since 1870, when 
the first margarine factory was established in Paris. The second and 
fourth parts discuss antimargarine legislation. The third part is a 
statistical analysis of the degree of competition between the two com- 
modities. 

The reviewer finds the discussion of antimargarine legislation very 
interesting. Any economist would find it well worth reading whether 
or not he has any particular interest in the dairy or fats and oils indus- 
tries. The dairy industry has been particularly active and successful 
in promoting protective legislation—including not only antimargarine 
legislation but tariffs, sanitary inspection laws, price-fixing, etc. The 
economist should investigate the effects of such legislation on various 
groups within the dairy industry, the effects on other industries, and 
the effects on the general public. 
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Dr. Pabst discusses the various arguments for taxing or regulating 
the margarine industry. There appears to be no question that some 
regulation is required under the pure food laws to protect the con- 
sumer against the sale of poor margarine and against the sale of mar- 
garine as butter. Dr. Pabst doubts the desirability of high margarine 
taxes, license fees, etc., which raise margarine prices and points out 
that the burden of increased costs is borne by the poorest consumers. 

The presentation of the statistical analysis would be greatly im- 
proved by a few diagrams. One three-dimensional scatter diagram 
would show the relationships more clearly than several regression equa- 
tions. Also, the reviewer doubts that the attempt to measure the 
degree of competition according to the Pareto definition is either valid 
or necessary. For the practical purposes of this study two commodities 
can be considered to compete with each other if an increase in the 
price of either commodity tends to cause some consumers to substitute 
the other. However, if changes in relative marginal utilities are of par- 
ticular interest, they might possibly be measured by following the 
general methods outlined by Ragnar Frisch in Sur un probléme d’écono- 


mie pure. 
FREDERICK V. WAUGH 
Washington, D.C. 


The Profits of War through the Ages. By RICHARD LEWINSOHN. Trans- 
lated by GEorrREY SAINSBURY from the French, Les Profits de 
guerre @ travers les siécles. New York: E. P. Dutton & Co., Inc., 
1937. Pp. 287. $3.00. 

From Julius Caesar’s booty of $6,500,000 to the really profitable 
dealings of J. P. Morgan, the present account outlines the past, pres- 
ent, and apparent future of war profits. Readers who already suspect 
that war has its shortcomings, or who can hum “capitalism causes 
war” with their eyes shut, may be relieved to learn that this work is 
devoid of thrills and hot air. The author has not fallen in love with his 
various Talleyrands. Neither does he hate them. Finding the truth 
good enough, he simply tells what happened. He does so, clearly and 
rapidly. He even enlivens his narrative occasionally with the sort 
of observation which seems to come easily to intelligent Frenchmen. 
Speaking, for example, of an investigation of some thirty-three million 
francs pocketed by Ouvrard in the Franco-Spanish war of 1823, he tells 
us that the commission of inquiry, after checking up every wagon of 
hay, and producing a 2,000-page report, finally decided that Ouvrard’s 
operations had been prejudicial to the nation’s interests. 
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Lewinsohn’s main thesis is that the theater of war profits has shifted 
farther and farther away from the actual scene of military operations. 
For thousands of years it was mainly the successful military men who 
enjoyed profit. Among the more illustrious profiteers were Cortez, 
Pizarro, William the Conqueror, Drake, Marlborough, Napoleon, and 
Wellington. Some military profit persisted through the World War. 
On the whole, the British generals did best, Haig getting around two 
million dollars. With the development of “unlimited” war, of bureau- 
cratically organized warfare, and of democratic prejudices about war, 
the center of gravity shifted to finance. First, there was the wealthy 
man, such as the Fugger who also organized the sale of indulgences, 
who got interest for lending his own money to the government. Later 
there was the real banker, who got commissions for lending other 
people’s money. But the Franco-Prussian War was the last major con- 
flict to be financed mainly by bankers. War grew so expensive, and 
nationalism so strong, that states took over most of their own financ- 
ing. The biggest profits shifted to arms and munitions. In the World 
War, however, the spotlight swerved from Krupp, Vickers, etc., to 
industries and trades connected less directly with killing implements. 
At the same time, government regulation in belligerent countries had 
the effect of making people of neutral states the star profiteers. 

Lewinsohn concludes: 

Looking to the future, it may fairly safely be predicted that the further 
one gets from wars, the more profitable they will be. It is not one’s own wars 
that will bring in the profits, but the wars of others. Armaments will realize 
less profits than the most innocent of products. Evolution is at work to 
make profits more and more indirect, so that Julius Caesar’s place is now to 
be taken by some magnate of the canning trade. 


This seems a little different from Omar’s notion of what blows where 
buried Caesar bled. After all, maybe there is something to be said in 
favor of Caesar. At any rate, he was easier to stab. 


Bruce W. KNIGHT 


Dartmouth College 
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